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THE IMPACT OF FINANCIAL LIBERALIZATION
ON BANK SPREADSIN MALAYSIA

Matarr Njie *

By adapting the two-stage regression framework fimsoduced by Ho

and Saunders (1981), the article aims to exami@éntipact of financial

liberalization on bank spreads in Malaysia. It esws the existing

literature in order to identify the major determmitg of bank spreads
and, broadly speaking, finds that the key deternt:vaf such spreads
are both bank-specific and macro-economic varialtkesvever, unlike

previous empirical research, the article also firdat government,
through its intervention policies, remains a majeterminant of bank
spreads in the banking industry in Malaysia. Cawgtta the predictions
of popular theory, such government interventionshdoe efficiency-

enhancing effects for Malaysian banks.

1. INTRODUCTION

There has been a great deal of research interegsifg on financial
liberalization and its macro- and micro effécsince the publication of
the McKinnon (1973) and Shaw (1973) hypothesis financial
repression and, to date, the overall consensussseéerbe two-fold.
First, that the various forms of government intati@ in a country’s
finance sector create financial repression whidtalirages financial
savings and investment. Second, that to remedydverse effects of
this financial repression, governments should &bee their finance
sectors, which effectively means that they sholildieate all forms of
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intervention and involvement in the country’s ficansector. What
however remains to be understood is whether govemhnimtervention
can go hand in hand with financial liberalizationda if so, what
implications does this have for bank spreads?

Greatly influenced by the theoretical attractivene$ the McKinnon-
Shaw hypothesis on financial repression, and padatity given the
growth-retarding effects of financial repressional®ysia has joined a
number of countries towards financial liberalizatio gain the promised
net benefits from these reforms by overhauling mloer of regulations
and restrictions in its financial system. Unlikewmnber of countries that
adopted the conventional shock therapy approaahdimancial sector
reforms, the monetary authorities in Malaysia addpt gradualist
approach to liberalizing the country’s financiat®e arguing that the
conventional shock therapy approaah financial liberalization has thus
far only led to increasing numbers of banking tleab

The monetary authorities in Malaysia further arthet, in order for the
benefits of financial sector liberalization to bealized, a gradual and
progressive approach to financial liberalizatidmattis consistent with
the capacity and ability of the country’s banksatisorb those changes
without necessarily undermining the overall stapibf the country’s
banking industry, is more prudent (Bank Negara V&l 1999). The
sequencing of the various financial sector refonmsler Malaysia’s
gradualist approach meant that financial liberéilima was only
implementedafter the domestic institutions and regulatory structure
were put in place and this was then followed bydtedual opening of
the financial system.

Consistent with these policy objectives, the cénbank of Malaysia
carries out a series of well coordinated institogilebuilding measures in
the belief that markets, when left to their ownides, will produce less-
than optimal results and hence the need for somme & government
intervention to correct the apparent market fagdusnd attain some
distributional objectives under the country’s affative action
programme.

® The instant deregulation of prices and the intotidn of currency convertibility
(Popov, 2000).
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Thus, under this gradualist approach to financiaérhlization, the
monetary authorities in Malaysia also intervenesviig in the country’s
finance sector by directing subsidized creditshi® ¢ountry’s ‘priority
sectors’, where these are defined to include Butaipu(indigenous
people) businesses, low-cost housing and smaksdalsinesses.
Relatively high statutory reserve requirementsadge used extensively.
In addition, foreign banks are still not alloweddpen new branches,
which also include off-premises Automated Teller ddiaes and the
government has not issued new banking licenseg sire early 1970s.
Foreign banks can acquire interests in a local ipgnknstitution
provided that the aggregate foreign shareholdingsdaot exceed 30
percent for each bank.

According to the critics, these repressive measuesiermined

Malaysia’s reform efforts and created an uncomipetiand inefficient

banking industry in the country since, accordingthem, financial

liberalization and government intervention canncaket place

simultaneously. Critics further argue that althoudlyd overall objective
of Malaysia’'s reforms were meant to increase -coitipet and

efficiency in the country’s banking industry, sugtiee evidence to date
indicate that these financial reforms have hadtéchdesired impacts on
bank spreads because the continued governmentvémeht in the

finance sector have undermined the reform effdrtsparticular, they
assert that despite the various financial libeation measures, the
structure of the banking industry remains highlyn@entrated and
continues to show limited signs of competition giwtke various entry
restrictions maintained by the government.

The purpose of the articless to examine the impact that Malaysia’'s
approach to financial liberalization has had on twuntry’'s bank
spreads. This broad objective will be achieved wo tways: First,
through the analyses of the impact of financiaéddization on bank
performance, and second, by investigating the oetents of bank
spreads.To achieve the first objective, the article uses thfference
between two means approach, whereas the seconttiebjs achieved
by adapting and further extending the two-stageession framework
first introduced by Ho and Saunders (1981). In kayiproaches, a new
variable, the government intervention index, wil ised to capture the
pervasive nature of government involvement in Msiayg financial
system and the effects that this has had on bardadg. The article
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hypothesizes that, despite periodic governmentvuatgion, the series
of financial liberalization that have been introddcin the Malaysian
financial system will enhance competition, which tirn will lower
bank spreads.

The article proceeds as follows: Section 2 outlines discusses the
recent financial liberalization measures; Sectioctte8cribes the various
forms of government intervention in the Malaysianahcial system;
Section 4 introduces the methodology, describes/énbles and data
sources; Section 5 presents the analysis of theriealpresults and
Section 6 presents the conclusions and policy tapbns of the article.

2. RECENT FINANCIAL LIBERALIZATION MEASURES

Like a number of other countries, Malaysia too wesatly influenced

by the McKinnon (1973) and Shaw (1973) hypothesisicty as

highlighted earlier, argues that financial repressowers the incentives
for savings and, therefore, investment which imtiowers the rate of
economic growth. Starting with the 1978 interege rigberalization, a
series of financial sector reforms were also inicatl into the financial
sector in Malaysia aimed at creating a competéine efficient financial

sector including the banking industry. However,ikalthe approach
taken by a number of other countries, Malaysia sstb@a gradualist
approach to liberalizing its financial sector unaetich the role and
significance of the government intervention in dineg the volume of
bank credit to ‘priority sectors’ as well as indorg banks, through the
use of the statutory reserve requirement, to ddeason remunerated
deposits with the country’s central bank, are ptiélvalent.

Under the gradual approach to financial liberal@atthe government
dictates the cost of credit and maintains a strofigence as to the
volume and direction of the total credit from thanking industry to
each sector of the economy that it deems a prisgttor. To this end,
the central bank of Malaysia issues periodic credidelines for the
banking industry to provide the banks with poliayidglines defining
the priority sectors of the economy and determitirggcost and volume
of credit to be supplied to them. These financdiges are implemented
at the same time as the institutional set-up is\@aieveloped and
phased in over time.
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The rationale for this approach, according to tfeetary authorities in
Malaysia, is to avoid the costly mistakes made diyntries that adopted
the big bang financial liberalization, which enggilthe sudden removal
of all forms of financial repression, while at tk@me time avoiding the
adverse consequences of financial repression.

As part of the first major financial liberalizatianeasure implemented
in the Malaysian financial system, interest ratesenfreed from the

administrative control of the central bank, Bankghlen Malaysia, on

23 October 1978. In October 1991, the highly regulateposit-taking

in the banking industry was liberalized enablingafice companies and
merchant banks to enter the deposit market. Ruitinis reform, finance

companies and merchant banks were not allowed ¢epaadeposits

from the retail depositors. The restrictions agating non-bank financial
institutions were seen by critics of public poliagpplementation in

Malaysia as one of the major impediments to thedraprease in the

number of non-banking financial institutions whichturn contributed

to the creation of a non-competitive banking indust the country.

In February 1992, banks and non-monetary finanaoistitutions were

authorized to hold stocks in non financial instdos such as Tenaga
Nasional, which is Malaysia’'s main energy body, &#®OTON, the

country’s national car company. As can further lbsesved from the

Appendix, the rules on investment in shares for mencial banks and
merchant banks were relaxed in October 1990, twathese financial

institutions to invest in some government-linkedporations such as
Syarikat Telekom MalaysidSTM) and Edaran Otomobil Nasional

(EON).

In addition to the above-mentioned reform measuaesi under
Malaysia's gradualist approach to financial libezation, a number of
bodies have been established as part of the broédancial
liberalization process to help promote the rapidetigpment of the
money and capital markets and, by extension, tteoweagement of
further competition in the country’s financial syst. For example, a
number of Acts of Parliament were enacted to prentbé accelerated
development of various capital market institutiansl instruments in the
country’s financial system that aimed to facilitaied accelerate the
development of a competitive and efficient finahcsgstem in the
country.
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The establishment of the Securities Commissior@@3lwas a key step
towards further developing alternative sourcesagfital to the banking
industry under the 1993 Securities Act. A humbeptbfer legislations
such as the Securities Industry Act, 1983, the rfeéstundustry Act,

1993, and Securities Industry (Central Deposityrigst, 1991, were

also enacted to provide the necessary institutidremhework to the

capital market in Malaysia. Among other things,stheapital market
developments were aimed at strengthening and isioigahe level of

competition and financial intermediation in the Biaian financial

system as outlined in the country’s 2001 FinanSettor Master Plan.
A well-developed and functional capital market pdeg a competitive
alternative to the banking industry by providingrgmeting sources of
funding for investment purposes (Financial Sect@stdr Plan, 2001).
Higher levels of competition would in turn placelawnward pressure
on bank spreads and overall profits.

A major liberalization measure introduced by Ban&gblra Malaysia
included the May 2, 1989 realignment of the statutoeserve
requirements for commercial banks, merchant bankd &nance
companies to a standard ratio of 4.5 percent. Tinewas to enable all
the players in Malaysia’s financial system to cotepa a more levelled
playing field (Bank Negara Malaysia, 1989).

Another financial liberalization measure was theogal of numerous
barriers to entry into Malaysia’s banking industinat allowed for the
first time domestic finance companies and mercbanks to participate
in the provision of financial products and servidlat, prior to the
reforms, only banks were allowed to offer.

In particular, the new method of computing the Wtay reserve
requirement was to level the playing field for tharious financial
institutions, which in turn was expected to enhawedfciency and
flexibility in fund management and eliminate théenent distortions in
short-term interest rates (Bank Negara Malaysian®&fcand Banking in
Malaysia, 1994). With regard to the liberalizatiai the capital
adequacy framework, the objective was to level glaying field and
enhance competition for the various banking ingtins in Malaysia.

Malaysia’'s central bank asserts that the basicctibbgs of all these
financial liberalization measures were to createompetitive banking
industry and, by extension, to lower bank spreadibe other
liberalization measures are outlined in the Table i the Appendix.
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3. GOVERNMENT INTERVENTION IN THE MALAYSIAN
CONTEXT

Despite the above-mentioned financial liberalizatimeasures, the
government, through the country’s central banktiooes to exercise a
considerable degree of influence over the bankidgstry in Malaysia.
Thus, even after the various financial liberali@gatmeasures outlined in
the Appendix have been introduced into the findnsistem, some
government intervention continues to remain in @lhecause there are
no formal competition policies for the country’s nsang industry.
Rather, what existed, and still continues to exsta set of lending
guidelines for banks which seeks to regulate bt volume and
direction of bank lending. The focus of these glinds is not on the
level of competition within the Malaysian bankingdustry because it
does not address the market concentration andftiner market power,
nor does it deal with matters pertaining to collasbehaviour on the
part of banks. Rather, the aim of these governnumctives is to
ensure that banks lend prescribed percentagesiofttital loans to the
‘priority sectors’ so that the volume of creditfawvour of these sectors
continue to grow.

The continued role of the government in the stmattevolution of
Malaysia’s banking industry is demonstrated by thigh level of
government restrictions with regard to both entng &xit, particularly
for foreign banks and their branching activitiés addition, Malaysia’s
central bank still has to vet the appointment oiGemanagement teams
in Malaysian incorporated banks (Lopez, 2005).

More importantly, the banking industry in Malays& used by the
powerful politicians and the State for wealth retdbution under the
country’'s New Economic Policies/National DevelopieRolicies
affirmative action policies in favour of the ethnMalays and other
indigenous Bumiputeras in order to achieve somdtafficial policy
objectives of wealth re-distribution (Gomez and dprh997). In the
majority of cases, policy biases in Malaysia medat tfinancial
resources are directed toward politically well cected cronies. In most
cases soft loans from state-owned banks are ditectehese crony
Bumiputera-controlled conglomerates and to othirity sectors of the
economy (Gomez and Jomo, 1997). However, in Madaysis not only
the Bumiputera-controlled conglomerates and otltenie Malays who
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benefit from the widespread political patronagetthas come to
characterise the Malaysian economy. According ton&o and Jomo
(1997), a number of other major corporate entitiestrolled by non-
Bumiputeras who had very close ties with the pedity powerful
Malaysian politicians also benefited from the pcdit patronage.

As a result of the strong nexus that exists betwhenState and the
banking system in Malaysia, the critics to the doys gradualist
approach to financial liberalization argue thas thinly facilitates the use
of the banking industry by the government to acohiets political
objectives of ensuring that the bulk of the coustfjnancial resources
is directed to what it deems to be the ‘prioritgtees’ of the economy.
Under this scenario, Gomez and Jomo (1997) go aoritend that huge
loans continue to be granted to the politicallylveeihnected and do not
have to go through the proper procedures and ameost cases granted
for speculative rather than for productive purposes

Government also controls the volume of credit tigiouts periodic
lending guidelines to banking institutions. Eacharyesince October
1976, the Malaysian Government issues lending ¢jnee to the
banking industry under which these financial ingiitns are required to
provide credit to what is considered the ‘priogctors’ of the economy
at below market rates of interest. The objectivehefse directed credit
programmes is to promote a ‘fair distribution’ @frik credit, which is in
line with the country’s affirmative action polichdt aims to achieve
inter-ethnic parity, stimulate private sector invesnt, support faster
economic growth and ensure that the ‘priority sectioave ready access
to bank credit at reasonable cost (Chin and Jor@00;2Bank Negara
Malaysia Annual Report, 1990:124).

Although government intervention and ownership aske place in
countries such as France, Italy and Taiwan andad@ppear to cause
adverse effects on the banks, as soon as goverroweed financial
institutions are used to dispense political patgenar to implement
social welfare programmes does such governmenthvienent create
uncompetitive and inefficient financial institut@nwhich effectively
leads to insolvency (Fry, 1995). This is becausgreamt deal of bank
credit under this government-controlled bankingiemment is given
on political rather than commercial basis, whichum gives rise to an
increase in the size of lower quality bank ass€kss has further led
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critics to question the economic justifications floe role of the State in
an economy, arguing that direct government inteigarin a country’s

economy can only add to the lack of effective cotitipa and

inefficiency and to corruption and crony capitalig@ian, 2001). The
monetary authorities in Malaysia, however, continioe argue that
financial markets are by nature inherently unstadobel government
intervention is therefore needed to prevent maf&itire. As pointed
out earlier in the article and consistent with tkisw, the financial

liberalization measures introduced in the finanaattor in Malaysia
have tended to follow the gradualist pattern inalihihe government
plays an increasing role.

The above interventionist policy measures in Makysuggest that,
rather than decreasing, the government has couwtirtoe play an

undiminished role even after financial liberalipati As observed by
Fong (1989), the government sees the Malaysianibankdustry as a
strategic industry which needs to be protected foutside competition
because it not only controls the flow of funds lalso ultimately

determines to a considerable extent the growthebther sectors of the
economy.

4. METHODOLOGY, DESCRIPTION OF THE VARIABLES
AND THE DATA SOURCES

In this Section, the impact of financial liberalioa on the bank spreads
and profits will be investigated with special refiece to the drivers
behind the changes in these performance indicaives time. The
investigation will focus on the determinants of bapreads and profits
and assess how these have changed since some wiajbe financial
sector liberalization measures have been introducettie Malaysian
financial system.

According to the conventional practice in the htieire, the following
definitions of bank spreads and profitability wile adopted for this
study:

Q) Narrow definition of bank spreads

I. SPNO=(interest received on loans only/loans}e(est
paid on deposits only/deposits);
il. SPN1=(interest received/loans—interest paididép);
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(2)  Wide definition of bank spreads
i. SPWO0=(interest received—interest paid/total £)an

il. SPW1=(interest received /all interest-bearisgeds)—
(interest paid/deposits/interest-earning liabiijie

3) Profitl = after tax profits/total assets

(4) Profit2 = total revenue/total loans.

Given the restrictive nature of the entry condisiofor the banking

industry in Malaysia under the regulatory framewofkhe Banking and

Financial Institutions Act (BAFIA), 1989, the cad# of the financial

liberalization programmes in Malaysia have arguledt tcommercial

banks face less competition and, therefore, area®d to earn larger
spreads and profits. The article follows the twagst regression
approach first proposed by Ho and Saunders (19819cuses on the
Malaysian experience with reforms to its financetese in order to

address the following research question: If Malagsbanking industry

faces less competition as critics seem to sugdess it then mean that
the existing restrictive regulatory frameworks undbe country’s

Banking and Financial Institutions Act (BAFIA) oP&9 are a major
contributor to large bank spreads and profits? faweer this question, a
regression of bank spreads is run for a crossesecti banks on bank-
specific variables including operating costs, psans, market share of
domestic banks and market share of foreign banks. variable, Govi

Index, will also be used to proxy the extent of gmwment intervention

in Malaysia’s banking industry. As in Brock and 8 (2000), the

constant term in these regressions is a meastuhe gbure’ bank spread
for Malaysia’s finance sector. This ‘pure’ spreadthe portion of the

bank spread that cannot be explained by bank-spettifiracteristics

(Brock and Suarez, 2000). In the second stage efrégression, the
constant terms are regressed against key macramwonariables such
as government debt, gross domestic product andhtweges in the level
of industrial activity. As noted by Brock and Sua(2000), the constant
term captures the effects of market structure enditermination of the
‘pure’ bank spread, i.e. the portion of bank spse#itht is neither a
bank-specific characteristic nor a macro-econorariable.
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The panel data for the article were obtained fréve annual balance
sheets and income statements of 15 commercial baoksporated in

Malaysia during the period 1999-2004. Other data sseirces were
collected from the annual reports of Malaysia’stearbank during the
same period. In order to overcome the problem abrgrbeing

correlated over time for each bank in the samptk the likelihood of

the OLS approach producing inconsistent paramettimates, pooled
OLS was used instead.

Following the literature-wide standard practices tharious definitions

of interest rate spreads and profitability giverowab will serve as

dependent variables. As highlighted in Brock angaR®&uarez, cited in

Chirwa and Mlachila (2004:104), there are distiditerences between
narrow and wide definitions of interest rate speehdcause of the way
in which fees and commissions are treated in mato the loan and
deposit transactions (Chirwa and Mlachila, 2004).

A number of empirical studies have investigated de¢erminants of
bank spreads in the context of financial sectarhhization and there is
a growing consensus that the key factors thaténfite these spreads are
the operating cost, the degree of competition)eéhding to the priority
sectors, the quality of bank loans, etc. More rdgeBrook and Rojas-
Suarez (2000) carried out a study on the deternsrafrbank spreads in
a sample of countries in Latin America. In thatdstuthey used the two-
stage multiple regression approach similar to the osed in Ho and
Saunders (1981) and found that the persistenceighf interest rate
spreads in the studied countries was due to the dygerating cost as
well as to the high levels of non-performing loainsthe banking
industries of those countries.

The above-mentioned two-stage regression framewdlikbe used to
determine the impact of financial liberalization @ank spreads in
Malaysia. As in Brook and Rojas-Suarez (2000), fivet stage
regression is run for a cross-section of banksamkIspecific variables
such as operating cost, bank provisions and matkate of domestic
and foreign banks. Brook and Rojas-Suarez (2000hel¢he constant
term derived from such a regression framework ashre” spread for
financial system, which is used as a proxy to meathe portion of the
spread that bank-specific variables are unableptaa.
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Although various liberalization measures have hegrlemented in the
Malaysian financial system, the government contnde intervene
extensively particularly in the banking industryechuse of market
failures, by directing credit to priority sectorstbhe economy, placing
controls on interest rates on loans to the priosigtors and making
periodic increases in the statutory reserve remerds As a result, a
variable that captures the effect of governmenérirntion on bank
spreads, the government intervention index (Godek), will be used.

The said index is constructed as the ratio of tn@ ®f the directed
credit to the total loans of the banking industryrovides a quantitative
measurement of the level of government interfereincéhe financial
system, including the banking industry. The valdeh® government
intervention index ranges between 0 to 1, withdldating a completely
liberalized financial system where there is no foain government
intervention, and 1 indicating a completely repees§inancial system
under which the government intervention is pervasiud its ownership
of the country’s banking industry is widespread.

The value of the Govi Index will therefore changea@ding to the

extent to which market failure is perceived by thenetary authorities
in Malaysia to exist and which, therefore, necassi the government to
intervene for the correction of the apparent maf&itire. According to

this view, during periods of market failure or dwgiperiods when

wealth needs to be re-distributed as was the cabtalaysia at the time
the country introduced the New Economic Policy, thkie of the Govi

Index will increase as the government increasesoits in correcting

market failure and re-distributing the wealth. Arctriease in the Govi
Index is, therefore, one indication that the gowsnt involvement in

the country’s economy is extensive.

In order to determine the “pure” spreads that meitbank-specific

variables nor economy-wide factors can accounthiferMalaysian case,
the constant terms are in turn regressed, as iarndoSaunders (1981)
and Brook and Rojas-Suarez (2000), against maanesaic variables

including government debt, gross domestic produact the changes in
the industrial productivity index.

In all the above definitions, bank spreads and ifaofity have a
functional relationship with both bank- and indystpecific variables,
as well as economy-wide variables. As part of thenkbspecific
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variables, the provision for bad and doubtful debts a ratio of total
loans (PROV), will be used as a measure of theitguaf the asset
portfolio of individual banks in the sample. Addially, the ratio of
non-interest expenses to total assets is usedtadera measure of the
extent to which these operating costs (OPCOST) apa the bank
spreads. The OPCOST is defined to be the rati@ofinterest expenses
to total assets. As in the existing literaturasito be anticipated that a
positive relationship will develop between thesevisions for bad and
doubtful debts on the one hand and the bank sprratie other.

Despite the fact that a number of financial reformeasures have been
introduced in the financial system of Malaysia,rerior foreign banks
remained restricted and the only form of limitedrgmnto the country’s
banking industry has been granted to the domesiicbank financial
institutions, which include finance companies arefechant banks. This
has prompted critics of Malaysia’s approach to rizial sector
liberalization to argue that the country’s bankindustry continued to
be highly concentrated and, therefore, increasilegy competitive.

The inclusion of the LMDomestic and LMForeign véties will help
capturing the degree to which competition in Maias banking
industry exists. A large and statistically sigrdfit co-efficient for the
LMForeign variable will confirm that competition ee exist despite the
pervasive government interventions in the bankindustry. On the
other hand, if the variable LMDomestic is found le insignificant
statistically, then the efficacy of the financidddralization in being able
to create a competitive banking industry in Malayisi questioned given
the limited extent to which domestic banks are dble&eompete with
foreign banks. The economy-wide variables includedhe analysis
include the growth rates in Malaysia’s gross domgsibduct (GDP) as
well as the government’s financial obligations (Deind the changes in
the level of industrial activity (IPI).

4.1. Relationship between bank spreads and profits with interest
income and income expense

Table 1 presents the correlation between the varicategories of
spreads and profits with interest income and isteexpenses. The
evidence shown in Table 1 indicates that interesbme, rather than
interest expenses, is strongly correlated with agiseand profits which
suggests that continued government protection efbédinking industry
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in Malaysia helps banks to extract large spreadspaofits since, in the
absence of effective competition, banks are ableaiwe their lending
rates and lower their deposit rates and, therefeasen higher interest
incomes and lower interest expenses.

Tablel
Correlation of bank spreads and profits
with interest income and inter est spread

I nterest income Interest expenses
SPW1 0.623 0.201
SPWO 0.847 0.422
SPN1 0.831 -0.259
SPNO 0.895 -0.305
Profitl 0.902 0.047
Profit2 0.791 0.022

Notes: SPW1 = (interest received /all interest-ingpassets) — (interest
paid/deposits/interest-earning liabilities); SPWO(irterest received —
interest paid/total loans; SPN1 = (interest readioans — interest
paid/deposits; SPNO = (interest received on loanig/loans) — (interest
paid on deposits only/deposits; Profitl = after faofits/total assets;
Profit2 = total revenue/total loans.

5. ANALYSISOF THE EMPIRICAL RESULTS

A major objective of the series of financial libkzation measures
outlined in the Appendix is to enhance competitionthe banking
industry in Malaysia. If this is achieved, it ist@ipated that bank
performance would increase whereas bank spreadisl wlealine in the
period following financial liberalization.

5.1. Impact of financial liberalization on bank performance

It can be seen from the Appendix that on May 2,9198e statutory
reserve requirement of the banking institutions wesligned to a
standard ratio of 4.5 percent. This was aimed atipy the commercial
banks, finance companies and merchant banks irsiéigpgnto compete
more evenlyTables 2, 3 and 4 present the test results of ¢henour
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of key variables that are used in the analysihefiinpact of the 1989
reform measure using the difference between twasapproach.

Under this approach, data is divided into two sategories: (i) before
financial liberalization (1978-1989) and (ii) aftimancial liberalization
(1990-2001), followed by calculating the averageshiese sub-samples
before testing the difference between the two me&hs serves two
purposes: (i) to confirm the statistical significeanof the observed
changes in the behaviour of the selected varialled; (ii) to facilitate
the comparison in the selected variables, bothrbedad after the 1989
liberalization.

The results in Table 2 show that financial deepgmmeasured as a ratio
of money supplied to gross domestic product, haased significantly
after the implementation of the financial liberalibn measures in 1989.
For example, the ratio of M1/GDP increased from623ercent before
key financial liberalization measures were impletadrto 29.7 percent
after the 1989 liberalization. It is also eviderrh Table 2 that all other
measures of financial deepening have increaseleirpériod following
the liberalization. These results suggest thatréfierms promoted the
development of the financial system in Malaysia,iolhin turn had
positive knock-on effects on the level of finandrgkermediation.

Table2
Financial deepening (%)

. Before After
Variable liberalization | liberalization | ©V&Ue | Change

Financial deepening

M1/GDP 23.6 29.7 2.121*4 positive
M2/GDP 75.81 101.34 3.356% positive
M3/GDP 90.23 101.53 2.134** | positive

Source: Computed.
(*) significant at 1%; (**) significant at 5%.
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Table 3 presents the results of the changes idiffexrent definitions of
bank spreads and profits and it is clear that ksmkads have declined
following the financial liberalization in 1989. Thiinding is consistent
with the theoretical predictions. By increasing teeel of competition,
financial liberalization will, in general, lead tteclining bank spreads.
However, whether bank spreads actually fall depeads large extent
on a number of factors. As Chirwa and Mlachila @00oted, lending
rates relative to deposit rates may increase dingedepending on the
changes made to the statutory reserve requiremeimes,level of
competition and, therefore, the cost structurehentianking system, the
level of sophistication of the banking system adl we the macro-
economic environment in which banks operate.

More importantly, there is evidence to suggest thawvernment
intervention continued even after financial liberation. It is observed
from Table 4 that the government intervention indesreased from
32.14 percent before financial liberalization ta2Z2percent following
the reforms. This is in sharp contrast to whatfihancial liberalization
theory predicts. Under Malaysia’'s gradualist apphodo financial
liberalization, government involvement in the cowist finance sector
continues to help consolidate the gains from thermes.

5.2. Empirical findings from the panel regression

In their study, Brook and Rojas-Suarez (2000) ashbphe two-stage
regression approach first introduced by Ho and 8ers (1981) to
compare the results for their sample of countrigh wach other as well
as with the industrial countries. This article vdlso use this two-stage
regression approach to explain the determinantsaok spreads in the
Malaysian context. Unlike Brook and Rojas-Suare@0(®, however,
this article introduces the government interventindex in order to
gauge the effects of government involvement infih@ncial system in
Malaysia. Such a novel approach will facilitate amparison between
the various micro and macro variables on the omel fzand the various
definitions of bank spreads and levels of profitstiee other hand and to
determine whether government remains a determinaintbank
performance.

The emerging consensus on the causes and consegqudrtigher bank
spreads in the banking industry of developing ceestis that, in the
aftermath of financial liberalization, bank spreade expected to
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Table3
Changesin bank spreads and profitability (%)
Variable | B9 | iper alisation | FValue | Change
Bank spreads

SPNO 16.55 14.10 1.99**| positive

SPN1 21.07 19.47 2.01**| positive

SPWO 35.96 20.43 2.33**| positive

SPW1 30.88 22.48 3.07*| positive
PROFIT1 28.91 29.11 1.99**|  positive
PROFIT2 30.44 27.23 1.87**| positive

Source: Computed.

Notes: SPW1 = (interest received /all interest-imgar assets) — (interest
paid/deposits/interest-earning liabilities); SPW(interest received — interest paid/total
loans; SPN1 = (interest received/loans — interagt/geposits; SPNO = (interest received
on loans only/loans) — (interest paid on deposityy/deposits; Profitl = after tax
profits/total assets; Profit2 = total revenue/tdtains.

(*) significant at 1%; (**) significant at 5%.

Table4
Changesin the degree of gover nment intervention (%)
Variable | Before _ After | t.value | Change
liberalization | liberalization
Govi Index 32.14 33.22 2.001*| positive

Source: Computed.

Notes:

Govi Index = Government Intervention Index
(*) significant at 5%.

fall because of the lower lending rates and higlegrosit rates, which is
a consequence of the ensuing competition amongsbdmkwer bank
spreads are thus an indication of increasing efficy in financial
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intermediation. On the other hand, high bank sead indicative of a
lack of competition and pose a challenge to theeigament and the
expansion of the financial intermediation becaubkeytdiscourage
savings given the low returns on deposits (Barafazal, 1999). The
empirical results from the first and second staggrassions are
presented in Table 5. Generally speaking, thdteefom the first-stage
regression indicate that in some of the definitiohdank spreads and
profits, the provisions for bad and doubtful detés be seen to have
positive effects on bank spreads and the levelrafitp in the banking
industry in Malaysia For example a look at Table 5 indicates that,
except for when bank spreads are defined in tefn&PdI0 and profits
in terms of PROFIT1, the coefficient for the loamatity (PROV) can be
seen to be positive and statistically significawbich suggests that
banks are capable of transferring the adverseteftdgoor loan quality
to their customers. This finding is also consistenth the earlier
findings of Chirwa and Mlachila (2004) and Baragasl. (1999) whose
respective studies showed a positive and statiisticsignificant
relationship between bank loan quality and bankeaqs. The liquidity
ratio of banks can also explain bank spreads aafitgrin almost all
definitions of bank spreads and profits, it is alable that relatively
larger amounts of bank liquidity are able to acadian how well the
banks in Malaysia have performed in terms of tepieads and profits.
Given that central bank liquidity ratios are forofstaxation on banks,
these banks respond to increases in central baykdiy ratios by
increasing the margins between the lending and déposit rates
(Chirwa and Mlachila, 2004)n addition, the operating costs are seen to
be positively correlated with bank spreads, whileansistent with the
predictions of the article. This indicates that kingh operating costs are
among the key factors that explain large bank sjsreaViore
importantly, the empirical results from the firshge regression also
indicate that the level of government interventigi@ovi Index) is
negatively correlated with almost all of the defoms for bank spreads
and profits. As indicated in Section 3, directeceditr policies in
Malaysia tend to go to the ‘priority sectors’ of etheconomy.
Furthermore, interest rates for these loans amresspd and set at below
market-clearing levels. This means that banks arable to charge
higher lending rates to these ‘priority sectorshieh also suggests that
banks will receive lower spreads and hence incredfigiency. This
result further shows that governments have a ctiveecole to play
during the process of financial liberalization atidht this role can
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enhance the efficiency level of banks. This viewgigen theoretical
support by the market-enhancing view which arguest financial
markets have inherent and built-in instability a@weristics and that, in
the absence of interventionist government polictbese markets are
prone to crises (Singh, 1994). The proponents offegonent
intervention further note that it provides a condecand enabling legal
framework for banks and other financial institusoto operate by
reducing transaction costs and, hence, the neeldaige higher lending
rates. A major conclusion that can be made, thexefs that contrary to
the theoretical predictions of neo-classical ecamemgovernment
involvement in a country’s finance sector can gacha hand with the
implementation of financial liberalization prograras

The coefficient for the market share of foreign kmns negatively
associated with bank spreads and these are swtissignificant. This
suggests that despite the existing restrictive éaork in Malaysia's
banking industry, foreign banks have been able taken their
competitive presence felt by their domestic coypags. These results
further show that the internal liberalization thalowed domestic
finance companies and merchant banks to competéd e
conventional banks has increased competition irb#irking industry in
Malaysia.

As can be seen from the results of the second-stagession, the
macro-economic variables adequately explained tiralitions of the
‘pure spreads’. From Table 5, it can be seen tott GDP growth rates
and the changes in the industrial production infleX) are positively
correlated with the ‘pure spreads’. This suggdsas$ increases in these
macro variables can lead to increases in bank dpr@aMalaysia. This
finding is contrary to the result in Brock and Samr(2000) who found
that higher growth rates in GDP resulted in lowanl spreads and
attributed this to the fact that higher economiovgh generally raises
the value of firms and reduces the cost of lendigdowering default
risks.
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Table5b
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Panel data regression estimates of determinants of bank spreads
(Dependent variables: spread SPNO, SPN1, SPWO0, SFR@FIT1, and PROFIT 2)

(1) First-stage regressions

SPNO SPN1 SPWO SPW1 [ PROFIT1 [ PROFIT2
Govi Index -0.032 -0.064 -0.206 -0.153 -0.008 0.193
(1.013) | (2.198*") | (2.308*%)| (3.003%) | (4.103%9| (3.29)
OPCOST 2.279 0.098 0.068 0.120 0.321 0.762
(1.17) | (2.0127)| (1.701)| (1.254) | (2.706™) (3.00%
PROV -1.99 2.765 1.953 0.625 -0.05 1.87
(1.097) (1.047) | (2.682*%) (3.065%) (L.13D)]  (2.549
LMDomestic | 0.042 -0.074 0.285 0.202 0.024 0.649
(2.153*) | (2.128*) | (1.895*") | (1.212) | (1.978*)| (2273*9)
LMForegn -0.089 -0.131 -0.227 -0.656 -0.022 -0.021
(1527 | (1.733*) | (1.967*%) | (2.231*") | (3.086%) | (1854*%)
Lratio 0.023 0.063 0.043 0.032 0.006 0.026
(1.009) | (2.109*%)[ (2.03*% (1.105) | (2.544™) (1.99%
F = 2.995 F=4.932] F=9.21f F=0.896 F=4.047
Prob> Prob> Prob> Prob> Prob> Prob>
F=0.007 | F=0.000] F=0.012 F=0.00p F=0.010 F=0.002
(2) Second-stage regressions on time effects
Debt -0.004
(2.309*%)
GDP growth 0.024
(3.407%)
I PI Changes 0.008
(2.186%)
Constant 0.158
(0.01)
F=159.68
Prob>
F=0.058
Adjusted R-sq. 0.65

Notes: The Govi Index is the government interveniimdex = the ratio of loans to the priority
sectors to the total loans of the banking indusiCOST = the ratio of non interest expenses
to total assets; provision for bad and doubtfultdets a ratio of total loans; LMDomestic =
domestic bank share of loan market; LMForeign =ifgm bank share of loan market; and Lratio
= liquidity ratio and defined as the ratio of totash and readily marketable investments by
total assets. Debt = government domestic borrovirioig the banking industry (in millions of
Malaysian ringgits; GDP = gross domestic produnt rfiillions of Malaysian ringgits; IPIl =
industrial productivity index, which is measured the changes in production between two
different periods of time.
The numbers in parenthesis are t-statistics. (fjiicant at 1%; (**) significant at 5%.
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6. CONCLUSIONSAND POLICY IMPLICATIONS

The article used the traditional two-stage regagsapproach in order to
explain the determinants of bank spreads in MadayRhe results of the
first-stage regression indicate that, in some ef definitions of bank
spreads and profits, the provisions for bad andtfoldebts, operating
costs, the market shares of the two lead banksaltdre seen to have
positive effects on bank spreads and the levelrafitp in the banking
industry in Malaysia. Economy-wide variables inéhgl the national
debt, national income and the level of industriztivity have also been
seen to explain the fall in bank spreads. Additiignahe national debt,
which provides a measure of the level of governniEmtowing from
the country’s banking industry, has a negativeatften bank spreads.
The descriptive statistics show that bank spreadsedsed significantly
following the financial liberalization and this dee is attributable
mainly to the financial liberalization.

This suggests that, despite the level of governmatgrvention,
financial liberalization continues to have efficdgrenhancing effects.
As shown throughout the article, government intetied continues to
be pervasive even after financial liberalization. k&y part of this
government intervention is the directed credit @olunder which the
volume and direction of bank credit as well as theerest rates
applicable to these loans are decreed by the gmesrh In most cases,
the loan rates for these ‘priority sector’ loans snbsidized and often at
levels below market-determined rates.

The general lesson that can be drawn from the Malagxperience with
financial liberalization is that, contrary to poaultheory, government
intervention in the form of directed credit polisishould be an essential
part of policy-making particularly in the contextf aeveloping
economies that are characterized by weak institatiand where
markets, as conventionally defined, are either @tb@enon-functioning.
These, thus, necessitate government interventi@onect their failure.
It was shown in the article that both the levegjoernment intervention
and the degree of financial deepening, which igaypfor financial
liberalization, all increased. This finding suggetitat the processes of
financial liberalization and government interventimeed not be
mutually exclusive and can take place simultangoUsiese results will
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be useful for other developing countries that wish implement
successful financial liberalization programs.

REFERENCES

The Central Bank and the Financial System in MaaysA Decade of
Change, 1989 to 199%uala Lumpur, Bank Negara Malaysia, 1999.

Brock, P.L. and Suarez, L.R., “Understanding thé@&&our of Interest
Rate Spreads in Latin AmericaJournal of Development Economics
vol. 63 (2000), 113-134.

Chin, K.F. and Jomo, K.S. (2000), “The DeploymehnEimancial Sector
Rents in Malaysia.” In Mushtag Khan and Jomo, Ke8l.) Rents, Rent-
seeking and Developme@ambridge, Cambridge University Press.

Fong, C.D., The Malaysian Economic Challenge in the 1990s:
Transformation for GrowthKuala Lumpur, Longman, 1989.

Fry, M.J., Money, Interest, and Banking in Economic Develogmen
Baltimore and London, The John Hopkins Universitgd3, 1995.

Gomez, E.T. and Jomo, K.9Valaysia’'s Political Economy: Politics,
Patronage and ProfitsCambridge, Cambridge University Press, 1997.

Ho, T.S.Y. and Saunders, A., “The Determinants @niB Interest
Margins: Theory and Empirical EvidenceThe Journal of Financial
and Quantitative Analysisol. 16, no. 4 (1981), 581-600.

Lopez, L., “Sime Darby Might Get Bogged DownThe Wall Street
Onling, 3 March 2005.

Lopez, L., “Malaysia tightens reins on lenderBtie Wall Street Online
11 October 2005.

McKinnon, R.l., Money and Capital in Economic Development
Washington DC, The Brookings Institution, 1973.



Financial Liberalization and Bank Spreads in Malays 185

Popov, V., “Shock Therapy versus Gradualism: Thd Bhthe Debate
(Explaining the Magnitude of the TransformationalecBssion),”
Comparative Economic Studiesl. 42, no. 1 (2000), pp. 1-57.

Qian, Y. (2001), “Government Control in Corporatev@érnance as a
Transitional Institution: Lessons from China.” In B. Stiglitz and S.
Yusuf (eds.) Rethinking the East Asia MiragleOxford, Oxford

University Press.

Shaw, E.M.,Financial Deepening in Economic Developme@kford,
Oxford University Press, 1973.

Singh, A., “Openness and the Market Friendly Apploato
Development: Learning the Right Lessons from Dewalent
Experience,”"World Developmentvol. 22, no. 12 (1994), pages 1811-
1823, December.

Williamson, J. and Mahar, M., “A Survey of Finarciaberalization,”
Essays irinternational Financeno. 211 (1998), Princeton University.



186 Journal of Economic Cooperation

APPENDI X

Financial liberalization measuresintroduced in Malaysia:
1978 to 2004

23 October 1978: New interest rate regime. Banks are now allowed to
determine the interest rates, which, they will ofie deposits, and the
lending rate, which, they will charge their primaestomers. However,
the maximum interest rates which banks can charggpécial groups
and the priority sector will continue to be regathtby Bank Negara
Malaysia.

1984-1986: Dispersion in the ownership of equity in financial
institutions. This liberalization measure was iuoket to provide for a
wider distribution of shareholders so that no oagywould dominate
the ownership of a single financial institution.eTmaximum holding of
an individual, including family holding companies the equity of a
financial institution is 10%, while any companyamoperative may not
hold more than 20%.

Powers to Bank Negara Malaysia to lend againsteshai, and purchase
equity in, ailing financial institutions. This walllenable Bank Negara
Malaysia, in the event of (or threat of) insolvermyilliquidity of a
bank or finance company, to lend to the financiatitution in difficulty,

if necessary against the pledge of that finanaistitution’s shares, or to
inject additional equity into the problem instiart in order to
rehabilitate it thereafter, to sell its sharesh® public.

(The above measures enabled the Government to ange blocks of
shares in commercial banks in Malaysia).

1985: Section 20 of the Finance Companies Act was antetaallow
finance companies to participate in the inter-bargkey market.

October 1985: The Association of Banks and Finance Companies
agreed to align their deposit rates (for deposftu to 12 months
maturity only) to the rates of the two lead bankslayan Bank and
Bank Bumiputera, in order to prevent competitivddong from raising
unduly the level of deposit rates. The maximumedlghtials set between
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the deposit rate of the lead banks and the othgksbavas 0.5% and the
finance companies, 1.5%.

January 1 1987: Permission was no longer required for external
borrowing by residents in foreign currency of upthe equivalent of
US$5 million (US$ 100,000 previously) , while nagsident controlled
companies operating in Malaysia were allowed tadwifreely, without
prior permission for loan amounts not exceeding U8 million each
(US$ 500,000 previously) for non self-liquidatinigost-term facilities.
Liberalization measures were also introduced to uced the
documentation (paper work) for exports.

February 1 1987: To provide a more active secondary market for
negotiable certificates of deposits (NCDs), six chant banks with a
minimum capital of RM 30 million each were allowtxdissue NCDs.

February 1 1987. Pegged interest rate arrangement dismantled
following the emergence of ample liquidity in theanket. This
liberalization of interest rates would provide ttmmpeting institutions
with greater flexibility in determining their ownegosit rates with the
ultimate aim of improving efficiency in the mobditzon of funds in the
Malaysian economy.

October 1 1987: Finance companies with shareholders’ funds
(unimpaired by losses) of less than RM50 milliecle at all times, and
which did not have serious inspection findings, evallowed to
participate in the domestic inter-bank money mankgh the aim of
adding depth to the inter-bank market and to hetprove the
management of liquidity by the finance companies.

May 2 1989: The statutory reserve requirement of the banking
institutions was re-aligned to a standard ratigt& percent. This was
aimed at place the commercial banks, finance commpand merchant
banks in a position to compete more evenly witthezber.

September 1989: All banking institutions (including finance
companies) were required to observe a uniform abpmdequacy
framework, which according to the Bank for Interoaél Settlements,
calls for a minimum risk-weighted capital ratio®percent.
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March 1 1990: Finance companies to issue negotiable certificafes
deposits. To level the playing field and to enhacempetition, finance

companies with shareholders’ funds of not less REh30 million each

were allowed to issue negotiable certificates qiods.

March 1990: The wholesale funding avenues for all eligible fica
companies were liberalized with the limit that usedbe imposed on the
amount of inter bank borrowings by eligible finarm®npanies raised to
RM 100 million or up to the full extent of the finee companies
shareholders funds, whichever was lower.

October 1990: Rules on Investment in shares for commercial bamnkbs
merchant banks. Commercial banks and merchant baakes allowed
to invest in the shares of Syarikat Telekom Malay§TM) and Edaran
Otomobil Nasional (EON) subject to the followingneiitions:

- Investment in STM and EON shares should not exdé®6o of
the paid-up capital of the respective corporatiorl@% of the
bank’s paid-up capital and published reserves @irworking
funds in the case of a foreign bank), whichever lve®r;

- Total investment in trustee shares and shar&sTtt and EON
should not exceed 25% of the bank’s paid-up chpitalished
reserves (or net working funds in the case of aior bank;

- The investment was permitted subject to the dmrdihat STM
and EON would pay dividend in future. In case these
corporations were not able to pay any dividendg, blanks
would be required to divest their investments inesth
corporations.

- A bank’s investments in shares including thoseSiiM and
EON, and fixed assets should not exceed 50% afpital base
(net of investments in subsidiaries and in othararicial
institutions).

February 1991: Freeing of the Base Lending Rate (BLR) from the
administrative control of the Bank Negara Malaystach commercial
bank and finance company was free to declare its BUR on the basis
of its cost of funds, including the cost of holdistptutory reserves,
meeting the liquid assets requirements and managingnistrative and
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overhead costs but excluding the cost of provisfondad and doubtful
debts. Key features of the newly freed BLR include:

- No banking institution shall lend at a rate beldw declared
BLR, except for loans where interest rates are cpitesd by
Bank Negara or by law, or when lending is negotiaie a cost-
plus basis;

- The maximum spread of 0.5 percentage points leivilee BLR
of the two lead banks and the other commercial arid the
same spread between finance companies (with daeess to
the inter-bank money market) and other finance amgs were
removed.

- The maximum spread between the actual lending aat the
declared BLR was maintained at 4 percentage points.

- Bank Negara Malaysia would continue to fix thdiog rates for
loans to the priority sectors as follows:

(a) Individual loans for houses valued at RM 10 Or less
each: the ceiling was set at 9% or 1.75 percentages
above the declared BLR of each commercial bank or
finance company, whichever was lower;

(b) Loans under the Principal Guarantee Schemehef t
Credit Guarantee Corporation: 1.5 percentage points
above the BLR of each commercial bank.

October 1991: Finance companies and merchant banks allowed by
Bank Negara Malaysia to accept deposits.

October 1991: Inter-bank Money Market Activity. No limit was
imposed on the finance companies participatindgn@inter-bank money
market. Similarly, no inter-bank money lending linnas imposed on
discount houses. However, the finance companiese wequired to

ensure, as in the case of the commercial bankstthba net inter-bank
borrowings did not exceed 20% of their respectimgrses of funds. The
restriction of net inter-bank borrowings to 20%solurces of funds was
subsequently removed with effective from 28 Octdl#91.
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1991: Finance companies authorized to provide money-dhgng
facilities and financial and performance guarantees

February 1992: Investment in shares. Commercial banks, finance
companies and merchant banks were allowed to inwestthe
sharesl/interest in shares of Tenaga Nasional ang#&eaan Otomobil
Nasional (PROTON). Such investments were subjedh¢ofollowing
limits:

a) Investments in such shares/interest in sharesldgmot exceed
10% of the paid-up capital of the respective carpion or 10%
of the respective banking institution’s paid-up italp and
published reserves (or net working funds in theecafsforeign
banks), whichever was lower;

b) The aggregate value at cost of all investments |
trustees/interests in  shares of Malaysian  Airline
System/Malaysian International Shipping Corpordii@maga
Nasional/PROTON should not exceed 25% of the bankin
institution’s paid-up capital and published Reser@r net
working funds in the case of foreign banks).

1993: The Principal Guarantee Scheme under the CreditraBtee

Corporation, which previously was only available ttke commercial

banks, was extended to all the finance companiesietJthe Principal

Guarantee Scheme, loans to the small-scale ergesprirom the

commercial banks and finance companies were taubeagteed so that
these enterprises could have access to credit wittiout collateral.

This effectively increased the number of particigan the Scheme and
implicitly the number of competitors.

March 1994: The liberalization of the Exchange Control Systerhich
saw the transformation of the pegging of the Maklysinggit to a
basket of currencies to floating and market-basethange rate regime.
The aim of this liberalization measure was to pidevinvestors greater
access to credit facilities in order to expand prtiye capacity in the
country and to simplify export procedures.

1994: Approval granted by Bank Negara Malaysia for comuiad
banks in Malaysia to invest in corporate bonds.
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April 1996: The two-tier regulatory system previously only acea to

the commercial banks was accorded to the finaneepaaies under
which they were allowed to participate in a broadarge of activities
such as the provision of factoring services andttante services inside
Malaysia including bankers cheques, demand dragfégments and
telegraphic transfers. Tier-1 finance companiesewaso allowed to
offer unsecured business loans, participate inwentapital financing
and issuance of negotiable instruments of deposits.

December 2000: The maximum total credit facilities that could be
obtained by non-resident controlled companies (NRC&@m foreign-
owned banking institutions in Malaysia was increaseom 40% to
50%.

. Licensed Offshore Banks in the Labuan Internaticbffshore
Financial Centre (Labuan Offshore Banks) would bewed to
invest in ringgit assets/instruments in Malaysia floeir own
accounts, though not on behalf of their clients.

. Licensed commercial banks, including the foreagmed banks,
and Bank Islam Malaysia Berhad in Malaysia (licehbanks)
were allowed to extend in aggregate an intra-dagraraft
facility of not exceeding RM200 million and an owmgght
facility of not exceeding RM10 million to non-resiat
stockbroking companies and non-resident globalclish banks
to finance funding gaps due to inadvertent delayeiation to
settlement for trade on the Kuala Lumpur Stock Bxcje
(KLSE). In addition, they can also enter into skertn currency
swap and/or outright forward contracts to covergarchase of
shares on the KLSE.

1 January 2001: Foreign-owned banking institutions were allowed to
set up communicative websites.

. Banking institutions (including the foreign-owndshnks) in
Malaysia were allowed to extend credit facilities ringgit to
finance the purchase and/or construction of one dwahle
property for non-residents who participate in thiéeve® Hair
Programme implemented by the Immigration Departmeit
Malaysia.
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Financial institutions (including the foreign-oach banks) were
allowed to extend up to three credit facilitiesringgit to non-

residents to finance the purchase or constructicang property
in Malaysia (excluding for the purchase of landpjsct to their
own internal credit assessment guidelines.

Banking institutions (including the foreign-owndshnks) in
Malaysia were allowed to effect transfers involviggternal
Accounts and another External Account and/or Residecount
of different account holders by way of:

Automated Teller Machine transfer up to RM B 0@er
person/company, per day, per bank for any purpose;

Internet-bank transfers up to RM 5,000 per @eicompany, per
day, per bank for any purpose; and/or

Cheques up to RM 5,000 per cheque for any mmerpo

1 January 2002: Foreign-owned banking institutions were allowed to
offer transactional internet banking from

Internal credit lines used solely to facilitateawing against
uncleared cheques, granted by licensed banks ¢iimguthe
foreign-owned banks) to NRCCs, were excluded frame t
computation of the NRCC’s total domestic creditilfaes.
Licensed banks were also permitted to allow NRCGs t
overdraw their current accounts for amounts ofawlRM500,000
per account for a period not exceeding 2 workingsda

Banking institutions (including the foreign-owndshnks) in
Malaysia were allowed to extend additional ringgitedit

facilities to any non-resident up to an aggreg&tBM5 million

per non-resident to finance projects undertakerMimlaysia.
Prior to this, credit facilities in ringgit to a naesident, for
purposes other than purchases of three immovabjeepies or a
vehicle, were limited to RM 200,000.

1 April 2003: Licensed banks (including the foreign-owned bariks)
Malaysia were allowed to extend overdraft faciitien ringgit not
exceeding RM500,000 in aggregate to a non-residargtomer,
provided such overdraft facilities are covered bed deposits placed
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by the non-resident customer with the licensed bamiMalaysia. These
overdraft facilities were in addition to all ringgiredit facilities allowed
to be extended freely by banking institutions siBéeNovember 2002.

. The 50% limit on the maximum total credit fadé# that could
be obtained by NRCCs from foreign-owned bankingitinsons
in Malaysia was removed.

. The overnight limit for foreign currency acco{fCA) to retain
receipts arising from export of goods (export rptsi for
Approved Operational Headquarters (OHQ) was ine@a®
US$70 million from US$10 million. The maximum ovéght
limit on export FCA of other resident exporters vedso raised
to US$70 million.

. Residents may invest in investment products #matlinked to
foreign currency denominated derivatives that affered by
licensed banks (including the foreign-owned bamkd)lalaysia.
The foreign currency funds used for the investmiwat are
utiised from the residents’ FCA will be earmarkeahd
computed as part of the aggregate overnight basamicthe FCA
of the residents.

. Allow up to three new Islamic banking licences duoalified
foreign players.

2004: To enhance cash flow management for supportirigevehain
expansion in Malaysia, licensed banks (includingifgn-owned banks)
can retain higher amount of foreign currency fufwigesidents in FCA:

- Up to a maximum of US$100 million (previously USS
million) of export receipts.

- Any amount of non-export receipts for residentthvdomestic
borrowing (previously need approval).

- Up to US$150,000 for education/employment purpose
(previously US$100,000).

- Labuan Offshore Banks are allowed to maintain F@hk
residents:
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- Up to US$0.5 million of non-export receipts foesidents
without domestic borrowing (previously need appipva

- Up to US$150,000 for education/employment purpose
(previously US$100,000).

- Any amount overseas foreign currency funds fosident
individuals.

To enhance access to ringgit funds for businessiirEgents in
Malaysia, the various limits for banking institui® lending to non-
residents in ringgit have been consolidated tosingle aggregate limit
of RM10 million for use in Malaysia for any purpogexcluding
stockbroking company, custodian bank and corresgmairiohnk).

The extension of property loans in ringgit by resits, including
licensed banks, to non-residents now includes thechase of land
(previously not allowed).

Licensed banks are allowed to extend an aggregesaight overdraft
facility of RM200 million (increased from RM10 miiin) to a non-
resident stockbroking company or a non-residentodisn bank to
facilitate settlement for purchase of shares listedhe KLSE.

Resident individuals employed or staying abroaddtreign currency
funds sourced from abroad are allowed to invesini foreign currency
assets, including those offered by licensedbankprowed licensed
merchant banks and Labuan Offshore Banks.

Multilateral Development Bank and foreign multiretal corporation
issuers of ringgit denominated bonds in Malaysig eater into forward
foreign exchange contracts with onshore licensatkddo hedge their
currency risks arising from the issuance of theggih denominated
bonds. Non-resident investors subscribing to tiesees can also hedge
their foreign exchange risks.

Source: Bank Negara Malaysia Annual and Monthly dresp various
reports and dates; Bank Negara Malaysia — The @eBank and the
Financial System in Malaysia, 1989 to 1999; andffAand Khalid,
2000: 94-95.



