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PREFACE 

The revival of the interest in money supply as an important 
determinant of n n::1tion 1 s economic nctivity hns shifted interests to 
quem ti tics . Rcccn tly , Hilton Frie:dman rm.s St"'.id to hcwe ' dr.::tggcd' the 
Fcdcr['.l Reserve System 'into o. quc.ntitG.tivc vie:rJ of moneto.ry developments' . 
The fnmous Otto Eckstein is reported to have sc.id tho.t 'if it rco.lly is 
money supply thnt is tc be rcgulntcd, thvre had better be o.grccment on 
the figures • • • who would rest a policy on so wonk n stntisticnl reed,' 
It is implied from this thnt there hns been some agreement o.mongst 
economists that quo.ntitics arc important, but it also confirms the doubt , 
thnt the:re ho.s been some disngrDcmont n.s to wh.::tt quo.ntities to look at . 

'l'llis exercise is an nttempt to mnke a qunntit.::ttivc analysis of 
how money supply is determined in Nal2.ysio.. The exercise is divided 
into three parts . Part 1 deals with the theoreticnl ~spects of the 
analysis . In this section, the actual qu~tities tho.t shnll be analysed 
nrc defined. ~n nttempt is mn.de to justify for having chosen such 
qunntities . Justificntion rm.s on the bnsis of thnt being most nppropriate 
to tnke into <:..ccount the institutionnl feo.tures existing in Ho.lnysia . 
In other v1ords , modifico.tions "ilore made to the conventional frnmc:v10rk of 
the credit multiplier analysis so u.s to build a frnmenork tho.t is mo.st 
approprio.tc for this country. 

In the second part of this exercise cill attempt is made to test 
empirically , the credit multiplie r for Ho.L.cysio. within the fro.mework 
built in Part 1. The scope of thv study includes o.n attempt to give 
some quo.ntitative nnswers ns to who.t actunlly - or, who o.ctually determines 
money supply . That is , the behavior of commercio.l bo.nks, the public and 
the Central Bank are assessed in an attempt to provide o. quantitative 
answer as to the extent their behavior affects money supply . 

In the last part of this exercise , o. summo.ry is mndc of the 
major conclusions derived from the statistical o.rwlysis in Part 2 . The 
policy implications of some of these conclusions are briefly discuBsod 
and o. not0 is made on further refinements that nr8 possible . 

Hor1cver, it is felt that parts of this .study have been ho.ndi
ca.pped by the lo.ck of ndcquo.te dc..ta for the entire period under revi01a . 
This is largely due to tho fo.ct thv.t, after the formation of f>mlaysia in 
September 1963 , certain bnnking d.:ttn for \Jest Na.laysia was not available . 
Although data for the whole of Mo.lo.ysia stretches o.s fo.r back ns 1959 , it 
should be noted tho.t banking lo.l"ls that applied in ~Jest i'lo.laysia nt tho.t 
time did not apply to East hn.laysia until o.fter the formation of 1'1.::tlo.ysia. 
But, wherever possible, an attempt has been made to support the 
conclusions made with reliable ~ata . 
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CE1:CPT.C:i.1 I 

THE CONC:SrT CF TH:S CI·LDI'.i: I-iULTHLIER
1 

The purpose of this chapter is to present and define the concept 
of the credit multiplier ns it i.s to be used in Part II Hhcre an attempt 
will be made to study the credit multiplier in ~alaysia. In the case of 
terms that have more than one form of definition, because of usage by 
different ~riters, the form most appropriate to the Malaysian monetary 
system will be adopt0d. :Jhcre appropriate, special characteristics of 
thG r.Ialaysian Banking System ,-,ill be taken into consideration. 

The concept of the cre~it multiplier is used to describe tho 
extent to v1hich a banking system may cx~and its earning assets and 
deposits given an incrcr.10nt in reserves. It is important to l:Joint out 
that an increment in rcaerves is a necessary but not a sufficient 
condition for the expru1sion of bank c"eposit and h...:nce money supply to the 
c.;;:tcnt described by credit r.mlti1)lier. Other factors such as chances 
in interest rates, relative prices and changes in other economic factors 
affc=ct the credit eXl!ansion. This r.:eans that the credit multiplior is 
not symmetrical, since expansion to the limit as predicted by the creCtit 
multiplier is only an indication of \/hat is possible, but, it may not 
necessarily be the case. ~hus, the credit wultipliar may be interpreted 
as how far the banking system may incroas..; money surruly &nc:'. not •.Jhat •.1ill 
actually be extended by the banking systom based on a given increment in 
rcsorves. 

To facilitate analysis it Hill be assumed that commercial 
banks arc aluays able and \'filling to c.:xtencl crcc1i t to c;ot rid of their 
excess rusorvcs. Excc.:ss r0serves arc the;; reserves that the cou;·;Lrcial 
bank possess in excess of v1hat is required by lo..1 and that 'lhich is 
necessary to meet depositors' demands. 

1Also refurrod to as the l·ioney hul tiplier. 

2 The tvrr.1 'banking system' refers only to co~!lnlt:J."Cial banks. 
The definition excludes tho Central Gank. 

3Gcncrally such ruscrvoa consist of cash an~ deposits at tho 
Central Bank only. i:Ioncvcr, the: term 'reserves' is pr~:;feraJ,lc to 
'cash' since; under certain circumstances assets othcr than cash may 
induce crech t expansion. This is more fully discussed in footnote 4 
and p. 5. 
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The assumption that commercial banks arc ulqays "'filling to get 
rid of their exc.;ss rcsorv0s is not al1.1ays valid since thoro are; time:s 
'!hem commercial banks arc hesitant to lend or invest even though they rnay 
possess excess rosc~rvcs. This is l)spocially so clurinc, unstable economic 
conditions or durin~ a depression when prices arc falling. Such 
conch tions increase risk and foar of capital losses . ..liJlingnos,s to 
lend or invest, therefore, docs not become a question of ability of the 
bank to do 'so. Certain :tJrinciples such as the credit \'TOrthincss of the 
borroncr or tho uncertainty Filld risk involv~..-d in tho loan , imposes a 
r..;st:caint on the lending and inve,sting activities of tho bank. In this 
analysis, it wj_ll alGo be: assumed that thuro exists an UI1.limitoc1 demand 
for bank croclit. This mcru113 that borrorJcrs arc readily available to 
absorb the crodit that banks 2.ro pre:pared to extend . This assuillption 
also may not be valid at all times, be:causc dcrnan;l for loans Hill vary 
accor~ing to tho economic situation . In times of economic sta~ility or 
pro~3peri ty when profit .:;xpcctations arc hiGh, thurc 'Hill bo an increase 
in the demand for croC.it. Further , during clep:cossions r;hen profit 
prospects fall, it is likely that the c1c:rnand for comnwrcial bank credit 
Hill fall . 

Based on o~hesc assumptions, the process whereby the commercial 
banks lend or invest leads to increases i<l money supply bocauso financial 
assets arc put at tho disposal of the borro\i0r. The commercial bank 
docs this by creating in favour of the borror.'cr a liability against 
itself that the borrower may usc for his oun puri.loc;e. Crccht is usually 
c,ivon in exchange for assets of the borrower such as pror.Jissory notes or 
other evidence of collateral such as boncl.s. The effect on the balance 
shoot of the commercial b2.nk then, is a simultaneous increase in assets 
and liabili tics, .;hat has actually happened is that, the assets of the 
borrower m~e monctised by the comm0rc ial bank vvhen it ~i vos its C:tcbt, 
that is, demand deposits in exchange for other dobts. It is important 
to point out that these involve non- currency loans . 'jhon cash loans 
are made it only involves a chango in the composition of the assets of 
tho commercial banks, while the total assets and liabilities remain the 
same. This is because tho cash is give:n in exchange for a debt of th·~ 
bor r mwr VJhich only offsets the fall in the commercial banks assets due 
to tho cash loan. Thus, by its l~.:md.ing and investing activitie:s, the 
banking system may determine the qu<mtity of deposits am~ thus determines 
the quantity of money. 

1.4 The Frame\wrk of Analvsis 
------------~--

The i'iu~t_ipli_9..5:-n~ - As prcviuusly noted, a bank must possess 
excess reserves in order to be able to lend or invest. In our analy-
tical framework, tbis c·xccss rcsorvJs is described as the multiplicand. 
A banking system IJith o::c::::ss ruscrvcs can oxpru1d its total dcposit:3 by a 
multiple of it. In other Horc~s, a banking system with excess reserves 
co.n expand its deposits until an amount \Jhich o:x:hausts all possibility 
of credit expansion r1:1e:n it has absorbe:d all the excess rc~sc;rvc:s. This 
excess rescrvu usually consi.3ts of Central Bank notes, that tho bank 
possesses in excess of the amount required by lavJ, to keep in relation 
to the dcposi ts ru1d the amount necessary to meet cash dcmanc~s of 
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dcposi tors. 
4 

'l'his implies that banl-cs dept.:nd on the normal inclination 
of pe:ople to leave their money in the bank in the form of deposits and 
that a certain prOl)Ortion hold in till cash nill accommoclate non:1al 
custom ;.:r request for cash . It e.lso implies that bank landing leads to 
an increase in deposits, since a large part of money lent or invested 
is exp8ctcd to return to the banks in the form of c~cposi ts . 

~_c_t._e:I2~~~-~~-'2J-~ll.c _.9_rcclj_!:__i•Jy_lti£l_~<:I. - 'i'hc extent to VJhich the banking 
system can expand money supply is inJ.icatcd b;y the credit multiplier. 
Theoretically, if all tho money lent or invested by the banks nould 
return in the form of c~eposi ts ancl. if the nholc amount \·;as further lent 
or inve-sted by bank.s, the v;holc p:cocoss would go on indefinitely in 
which case tho credit multiplier would approach infinity. However, 
thcr0 are: certain factors that limit expansion. This then implies 
that the credit multiplier will not be infinity. Thus, the expansion 
of money supply by tho banking syst..cn1 can be analysed in terms of the 
determinants of tho credit mul tiplicr. 'l'hcsc; determinants consti tuto 
tr10 leakages nhich may be: categorise:d according to factors affecting 
thcr.1, that is, tho internal leakage r1hich is a loakage determined by 
factors ·:Ji thin the banking systclil ancl tho external leaK.ae;e \·!hich is 
dctorcinecl by factors outside the banking system. 

Generally, 'internal lcalcagc' refers to tho leakage of excess 
re·scrvcs in to increased roservo holc~ings v1hich occurs uhc:n the banking 
system eX~)ands their deposits. Th0so reserves arc a fraction of the 
dcposi t liabili tics, that is , the commercial banks holcl a c._)rtain 
fraction of the volume of deposits in tho form of cash or liquid 
assets. This fraction is ca~lcd tho reserve: ratio ancJ. it reflects 
the marginal propensity of the banking system to hold cash reserves 
D.nd other spec ifiod liquid assvts as t:1e system alloVJs, in relation to 
their deposits. Cash hero refers to Central Bank money and §cpoGits 
include demand, saving anC. time deposits of th-J commercial banks. The 
reserve ratio can be divided into leGal reserve requirements and working 
roservos. 

Leeel reserves arc defined by tho banking larrs the system is 
governed by . Such a law r1ould require that tho commcrc ial bank maintains 
a reserve against its deposits . Legal reserves usuall;y consist of 
deposits ni th the Con tral Dank. t-Jonoy held in its own vaults VJould not 
count as legal rosorvcs. Hm'Jovor, such banking lav1s vary considerably 
from country to country. In some countries , part of the legal r..cscrves 
may be kept in tho forn1 of curroncy in the banks' orm vaults . Legal 
reserves cihich consist only of cash may also be described as primary 
reserves. This provision r!as originally made to insure availability 
of money for deposit redemption. HorJOvor, it has nor! become more 
significant as a factor for limiting expansion of money supply by the 
credit multiplier. Legal rcserv.::s that permit other assets besides 
cash , is described as secondary rcscrvos. As loans and investments 

4
rn certain banking systems, assets other than cash or deposits 

with tho Central Bank can satisfy the reserve requirement. Under 
special conditions, such a reserve has exactly the same effect on the 
ability of the banking system to lend, as a reserve in the form of cash 
or deposits at tho Central Bank. Refer p. 5. 

- 3 -

Univ
ers

iti 
Mala

ya



increase they bring about an increase in deposits. Since the reserves 
are expressed as a fraction of the deposits and as deposits increase, 
a given volume of reserves becomes less and less adequate to sustain 
the growing volume of deposits. In other words, the extension of bank 
loans and investment results in the creation of deposits and therefore 
in an increase in the amount of required reserve - thereby reducing the 
excess reserves. The higher the reserve ratio then, the smaller will be 
the maximum expansion in money supply. 

In Malaysia, a special problem exists because branches of 
foreign banks constitute an important part of the banking system. 
These foreign banks usually hold funds abroad with their head offices 
and may meet increases in reserve requirements by borrowing from the 
head offices. Under such circumstances, the legal reserve requirement 
becomes less significant as a factor to limit the expansion of money 
supply by the banking system. 

From Appendices Bl and B2 it may be observed that foreign 
banks constitute a large part of the Malaysian banking system in terms 
of number of banking offices. In the year 1968 the percentage of the 
number of domestic banks was still below 50% and that of domestic 
banking offices to be only 52%. 

However, the actual significance of foreign banks in the 
Malaysian banking system in terms of deposits is shown in Table 1. 
In 1968, although the domestic banking offices comprised of nearly 50% 
of the total number of banking offices, the total deposit liabilities 
held by these banks only amounted to approximately one-third. 

TABLE 1 

DEPOSITS HELD WITH DOMESTIC AND FOREIGN BANKS 

-----------.---------------------, ------------=-========================= 
As at Domestic Banks Foreign Banks Total 

End of 
($M) (%) ($M) C%) ($M) 

1964 415.3 27.1 ?81.0 15.1 1,531.7 

1965 515.1 29.5 857.6 49.2 1,744.4 

1966 593.3 29.9 944.3 47.7 1,982.2 

1967 741.8 33.0 998.2 44.5 2,244.2 

1968 924.2 34.6 1,191.7 46.6 2,690.1 

Note: Foreign banks include those in Singapore and deposits comprised 
of demand, time and saving deposits. 
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In addition to legal reserve requirement, bu.nks find it necessary 
to h<.Lve .!io.rJ~~n_g__ r_e!_J_e_}':!,_e3_ over and a?ove their l~gal requirements. lorking 
reserves of the bun.kint; system cons1.st of cash 1.n the banks' own vaults 
and bc.clances with other banks. From the point of view of the bank, it 
enables it to meet withdrawals of deposits. From the point of view of 
depositorS; the reserves provide c:m assurance that the bank will be able 
to meet nithdrav~als on demand. Guided by experience, the b2.nk will 
maintain such a pro~ortion of the deposits in cash that will enable it 
to meet all demands. 

Another factor the.t may affect the excess cash as the banking 
system expands its deposits is the liq_u._i_0}-_'tJ"_.,!._c:_t_~_<?_C?E__the __ ~~~onda.EX_ 
reserve ~'lhich consistG of assets other than cash or deposits ni th the 
Ce~;t""ral Bank which satisfy the reserve requirement. However, it must 
be emphasised that this is a special situation and that the liquidity 
ratio under which the banking system operates must be made up of assets 
obtainable only from the Central Bank. 'fhis special si tuat1.on applies 
to the bankinr; system in Iialaysia. 'l'his means th<..'.t as the banking 
system expands it has to acquire additional liquid assets. In its 
attempt to meet the liquidity restraint it must give up cash. It is 
because of this restraint that, when the banking system acquires or 
disposes of such assets, the cash of the system is increased or 
decreased by a similar amount. Thus, such assets are not li ,~e other 
earning assets whose acquisition or dis~osal by the barucin0 system 
alters b<::mk deposits instead of banlc cash. 

In this special case when the assets consist of .;overnment 
securities that is available only from the portfolio of the Central 
Bank, this secondary reserve requirement has exactly the same effect on 
the bank's capacity to lend as reserves in the form of de:Josi ts with the 
Central Bank. In our frc."'JTTe1i/orl~ this specic::tl si tuntion C<.l.n be taken 
into account by incorporatinG the liquidity requirement into the reserve 
parameter. The reserve ratio would then represent the combined cash 
and liquidity requirement. Hm1ever, this is only the case Hhen assets 
are entirely only obtainable from the Central Bank. .Jhen the commercial 
barJ~:s acquire assets to satisfy the secondary reserve requirements 
directly from the borrorter, then this has no immediate effect on the 
lending capacity of the banldng system. In this case it only influences 
the form that the loans ...:.nd investments take. 

The term 'externc.:.l leakac;e' on the other hand, refers to the 
9}-_r_r_e!}-_!!X_ le~<.:--~, that is, a withdranal of currency from the banlcing 
system. The most important external leakage is the ni tl1dravta.l of 
currency from the banking system by depositors. This leakase is 
relJrosented by the currency ratio vthich reflects the marginal propensity 
of the ceneral public to hold cm~rency in rel<:tion to totc:.1l Honey Supply. 
~1e currency rntio is defined as the currency in circulation outside 
barum, tc:J.cen as a pro~::>ortion of money sup)ly. However, it should be 
noted thc.t there are two ways of presenting the currency ratio. It may 
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also be represented by the ratio of currency6in circulation to deposit~.5 
Nevertheless, as pointed out by s. McDonald, the former is preferable 
in explaining an expansion or contraction of money supply. Since the 
ratio is determined by the preferences of the public, it is only logical 
to express this preference as a ratio of currency to the total liquid 
assets over which the public may use their immediate discretion as to 
the form in which they will be held. Hence, in our framework of analysis 
the currency ratio will be a function of money supply. The mo~ey supply 
will comprise of currency in circulation in the private sector plus 
total deposits of the private sector which includes demand, time and 
saving deposits and deposits at Post Office Savings Bank. 

At this juncture, it should be noted that it is not customary 
to include saving and time deposits at commercial banks and saving deposits 

. at Post Office Savings Banks in the term money supply. Nevertheless, this 
is still an unresolved question. Although the Bank Negara Ma8aysia does 
not include saving and time deposits in the term money supply, in the 
following analysis the term money supply will include currency in 
circulation in the private sector, plus demand, saving and time deposit 
and post office saving deposit of the private sector. In a study on 
the currency ratio in developing countries, J. Daniel Khazzoom attempts 
to justify this definition. He argues that the pattern of development 
of banking institutions of underdeveloped countries is not the same as 
that of developed countries. He points out that in most cases the 
choice confronting the individual is not between currency and demand 
deposits but between currency and saving or time deposits. He also 
adds that the inclusion of such deposits would make the series more 
consistent. 

5This method was used by W.H. Steiner, Eli Shapero and Ezra 
Scloman in Mane and Banki An Introduction to the Financial S stem · 
3rd Ed. New York, H. Holt 1953 , and by Thomas R. Saving and Boris P. 
Pesek in 'rhe Foundations of Money and Banking· New York, Macmillan (1968). 

6 •The Internal Drain and Credit Expansion' by Stephen McDonald, 
Journal of Finance, December 1953, pp.407-421. 

7Private Sector includes private individuals, business enter
prises, statutory authorities and local governments. Private Sector as 
defined here is similar to that defined by Bank Negara Malaysia. 

8
Bank Negara Malaysia describes saving and fixed (time deposit 

as Quasi-money. The Monthly Statistical Bulletin defines 'money' as "the 
sum of money held in the private sector (including non-residents) and by 
official entities in the currency area, and Demand Deposit of the private 
sector (including official entities) with commercial banks in the States 
of Malaya. 'Quasi-money' comprises saving and fixed deposits of the 
private sector (including official entities) with commercial banks in 
the States of Malaya and deposits with the Post Office Savings Bank. 
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He argues that if there was a shift of preference from one kind of 
deposits to another which was not related to a change in the economic 
function of the funds involved, the exclusion of such deposits would 
m<lk.e the results less meaningful. He then proceeds to show evidence 
of the relative significance of saving and ~ime_deposit ~s w~ll as th~ir9 
generally high rate of growth in the countr~es ~ncluded 1n h1s analys1s. 

In the case of Malaysia, the relative significance of time and 
saving deposit may be observed in Appendix B3. The average ratio of 
saving and time deposit to money supply (defined as currency in 
circulation and demand deposits of the private sector) is over 70% for 
the period 1960-68. There is a tendency for the ratio to increase at 
an average annual rate of 8.581~. This indicates the increasing pre
ference of the public to hold time or saving deposits to demand deposits 
or currency. Hence, in view of the magnitude of time and saving deposit 
it provides evidence for their inclusion in the concept of money supply. 

Appendix B4 further substantiates this argwnent for the 
inclusion of saving and time de1Josi t to money supply. It reveals that 
the average ratio of saving and time deposits to dem2.nd deposits exceeds 
160% and that the average annucl rate of Grov1th of this ratio is 5.8~6. 
The annual rate of srowth of the alternative components of money supply 
can be seen in Appendix B5. :3oth the rate of growth of time a."ld saving 
deposits are greater than the rate of growth of currency in circulation 
and that of demand deposits. Hence, its relative sis nificance and 
generally high rate of growth further justify their inclusion in the 
term money supply. 

Arguments of the same nature for the inclusion of time and 
saving dep£aits in the term money supply were put forr~ard by G.K. 
Kandouche. He points out1:that the results of the study made by 
Ahrensdorf and Kanesathasan where money supply was defined as currency 
in circulation and demand deposits, the currency ratio tended to be 
exaggerated. This was because the exclusLm of other deposits caused 
the currency ratio. to be high and therefore the effects of the changes 
in the currency ratio on money supply were further exaggerated. Kardouche 
illustrates this by the fact that in Egypt for the period 1952-60 there 
was a significant shift from demand into saving and time deposit. It 
clearly showed that the exclusion of such deposits from the de nomine. tor 
of the currency ratio exagger8ted it and thus its contribution to the 
change in money SU?ply. 
·-------------------- ----

9!he Currency ~ati?_in Developing Countries, J. Daniel 
Khazzoom, New York, F . f •• Praeger (19Gb) pp.lll-117. 

10 ;~The UAR in DeveloplllQill. A Stud,y in ~ansionary Finance,; ; 
George K. Kardouche ., New York, F .A. Praet;er (19 • 

ll.,v . t· . · ar1a 1ons 1n the Honey Hultiplier and Their Implications 
For Central Bankingil, Joachim Ahrensdorf and S. Kanesathasan. IJVIF 
Staff Papers, November 1960. 
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Hovvever, there is still disagreement on the sui table defini
tion of money supply. Several attempts have been made by economists to 
define money em:)irically. Hilton Friedman and David Jvleiselman COl":::luded 
from their study for the Commission on Honey and Credit tha~ the defini
tion of money supply thct included currency, demand deposits and time 
deposits at commercial bc:-.nks \IRS the best def:i.ni tion. This conclusion 
was arrived at on the basis of two criteria used to present evidence on 
the definition of money, that best explained agt;regate income. 'rhe two 
criteria were applied to three definitions of money supply: the na.rrow 
definition including currency and demand deposits only, the definition 
th~t includes currency, demcnd deposits and time deposits and lastly the 
broader concept that includes saving-type account,s at mutual saving 
banks, saving c..nd loan associations and post offices. The two criteria 
used to select sets of the financial assets to be included in the term 
money sup)ly were: 

(1) tl1e hig~1est correlation of the sum of the fin<-:.ncial 
assets with incomei 

(2) hi1)12r correlation of the sum of t 11ese than any other 
of the components separately. 

The second criterion rras included to ensure that the incrc.::-,se in the 
correlation was attributed to t;.1e inclusion of a component in the 
definition ,~.nd not as ~l. result of c:,ssociation betneen income alone and 
the particular component. 

However, as noted by George G. Kaufmann, this procedure 
implicity assumed some preconceived ordering of the I~mponents and 
therefore did not re)re.sent a 1 pure' empirical ·:;est. .Uso; tests were 
carried out by n. Timberlake Jr. and J. Forston usinc the same components 
of money SU)ply as Frierlmun a;.-.d Heiselman but observing different periods. 

They cc:une to t~1e crJ:;.clusion that there was little ;:-;aLwc1 by including 
t:i,me deposits at commercial banks in the definition of money supply. 13 

In applying the Friedman-Heiselman tests to the I:c.tlaysian 
money supply it can be found that the brouder definition of money supply 
the!.t includes curr·ency, demand deposits, time deposits and saving 
deposits at commercial banks and post office savin.:;s satisfied the two 
criteri~ best. All data used are end of the year figures. Income 
observations are .:;ross national l_Jrocluct at market ;_)rice. The period 
included in the 2-nalysis is from 1960-68. r.rhe simple correlation 
coefficient between a chc..n0e in income e.uc'. o.. chn.nge in each money supply 
component are shown in the following pac;e • 

. -·- -- -- --·-·--·-- ------ ---·. --·--- --·-- --- ·---··--. ·-·--·---- -----

l3 T' D ·t . th D f ... " 1.me eposl. s 1.n e e 1.n1. t1.on of Honey", ::.1. ~I. Timberlake 
Jr. and J. Forston, An~E!_rica~--~cono~_ic Review, Harch 1967. 
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The Correlation Coefficient of~ GNP and: _, .. .. ... . ..-.- .. --... -... -.... ~ _ _________ ,,.. ""' . .., _____ ..,.. ·---.._. ... -
(1) lie 0.350 

(2) L\ DD 0.350 

(3) /iTD 0.244 

(4) D,sn 0.196 

\Jhere 6C is a chance in currency, 

ADD is n chan.::;e in demand deposi ts, 

GTD is a chnn:;e in time deposits, 

{\sD is a ch2.nge in saving deposits. 

iSource: Appendix B7~ 

Differences runong the correlation coefficients can be readily obs erved. 
However , it should be noted that a similar correlation exists beb<een 
income and currency, and \lith income and demc-.nd deposits, and that this 
is also the highest correlation amonc the e.lternative components of 
money supply. 

The individual components are then a~gregated prosressively 
according to the order given above. These alternative definitions are 
correlated to income of the same period. The resulting correlation 
coefficients are shoun below that were computed from Appendix BB. 

The Correlation Coefficient of ~NP and: ---- ____ .. __________ -- -----
(l) 

(2) 

(3) 

1i/here 

lastly, 

.6Ms1 0.404 

,L\.MS 2 0.433 

6Ms
3 

0.534 

HS
1 

is the narrow definition of money su:;_Jj_.'ly 
that includes currency and ~&.i-ts , 

HS 
2 

is the definition that includes currency, 
demand and time _deposits of conm1erci2.l 
banks only and' 

HS is the broader concept of rnone;-,t- supply that 
3 includes saving depos:!.ts at the commerc-ial 

banks and at the Post Office Savings Bank~ 

From the results it can be observed that the addition of time 
deposit to currency and demand de~osits increase the correla tion co
efficient to 0.433· And the subsequent ,,ddition of savin;; deposits 
of commercial banks and Post Office Savings Banks further increa.ses the 
correlation. This evidence suge;ests that the bro<:.'.der definition best 
expla ins income of the corresponding period since the correlation of 
this concept of money r1ith income :is ;greater than the coefficient of 
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any of the compunent.s alone, thus ac;c:.in confirmin.; the justifica.tion 
for the inclusion of time and savinG de)osi t in tl1e concept of money 
supply . 

Another ~oint of importance to note is thD.t only the deposits 
of the p:;."ivate sector nith the commercial b::.nll::s are to be considered . 
Any dcm ..... nd, time or s.:tvinc; deposit made by t~1e central or state govern
ments is to be subtrc.:cted from the total deposits for the analysis . 

Having attem)ted to justify f.)r such 2. definition of money 
su)ply the cuTrency lec.ka.:;e w:ty be found . This currency lealcc,ze is 
a.lso knovm as the interno.l dro.in and is c.n importe.nt limi tc..tion on 
the calJaci ty of th;-barilZ"i~;_; system to ex~)c:~nd money su.~:-\_)ly on the ba.sis 
of an i11crenwnt in re<Jerves . 'I'he extension of bc:-..nl~ credit and invest
ment results in deposits . ,/hen deposits increc.se the demand for 
currency also increases. In order to pay out to their customers the 
commercial bank can only do so by dr2.ning on their reserve deposits at 
the Central Bank or by using e1eir till money . The currency ratio 
thus measures the le~ka;_;;e of currency from the bankin;s systel.1 as it 
expu.nds money suprJly. A high currency r<dio to total money SUj_)ply 
restricts the capacity of the ba~king system to expand credit and 
investments in t~1e same manner as the reserve requirement . However , 
unlike the :ceserve requirement, variations in the public 1 s deme.nd for 
currency cannot be regulated by policy action . 

The definition of raoney SU}Jl)ly in its broader context adds 
two other variables thctt determine the multiplier . Another factor 
that has the same effect 011 the expansion of money supply as the 
currency rcctio is the leaka0e of currency from the banking system into 
post office saving deposits . This leakc::ge may be r2presented by the 
' post office scwinc; de;Josit r2tio ' and reflects the marginal proj_)ensity 
of the .:;eneral public to hold post office savin.:; banks deposits in 
relation to other fori-J1S of money . Hence, the 'Post Office Saving 
Deposit rc:.tio ' shons the savin~~ de:r_Josi t as a proportion of money supply . 
As credit expansion t<J.kes place, this re.tio indicates that ~)art Hhich 
becomes saving deposit at Post Office Savlll.gs Banks . 

The definition of money sup~Jly also excludes any form of 
government deposits . If commercial bcml~s accc_;t such dej_)osits from 
either the Central or St2.te Governr1ents t:1en another varia.ble is 
aecessary to tc.1l~e into account this factor. "'ny primary deposit mc.de 
by the t;overnment will increL_se the lending capacity of the commercial 
banlcs , ..:tlthoug:1 it does not constitute a pe.rt of ll10ney su~.)~)ly . 

Similarly , o.s in the case of other de~Josits at the COii1mercial banl.~s , 

pa.rt of the government deposits leak into the reserve requirements of 
the commercial banks. The behaviour of .;oven1!Tient deposits and its 
effect on credit expansion may be shown by incorporating the ' govern
ment de~.)osits ratio 1

- in the credit multiplier . The ratio is expressed 
in terms of government deposits as a function of money supply. It 
shells the portion of total goven1!Tient deposits at the commercial banl.cs 
in rel::ction to money supply . 
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Another important limitation on the growth of money supply 
in many countries with an open economy is the exte_!:P:..~--d_~a-~..1!· This 
describes the nithdrawal of money from circulation thdt occurs when 
there is an overall balc.nce of payments deficit. This means thdt credit 
expansion by the banking system for the purposes of trade may cause a 
drain of their reserves. However, for analytical purposes the 
external drain can be combined ni th the inte:cnal drain to provide one 
overall parameter representinG a lerucage of reserves from the b~~~ing 
system on account of external factors. 

1.5 The Process of Credit Creation and Destruction --.. --~----- ·· -------~ .. -·-------·· _____ _,_ -------------
Credit expansion is L_,enerated1¥hen currency in circulation 

is transferred to the bank as deposits. Such deposits which stem 
·from a lodgement of currency are lmown as a prim..;-'Y.X_.§e.12osi t. The 
prim<'.ry deposit increases both the banks assets and liabilities. 
However, this only results in the exchanc;e of currency for deposit 
and the total money supply remains the same. But this now permits the 
bank to lend or invest. However, not all the cash may be used becc..use 
the commercial bank must hold some reserves both to meet the legal 
requireme£5S deter.nined by the Central Bank and to satisfy its working 
reserves. The remainder which is the excess reserve may be used to 
acquire various other income-earning assets • 

.,..:;ssentially, there are two alternative ways to utilise this 
excess reserve,that is to purchase an investment or to extend a loan. 
As a result of the loan or investment,the cash nill then circulate in 
the private sector. However, wl1en it is redeposited in a bank it 
becomes a .9_~_r_ivat:!:_ve de.E,9sit. In other words,these deposits are 
derived from the loan which was made possible by the original co.sh 
deposit, the primary deposit. However, only part of the funds returns 
to the bank, the remainder of w:-lich is used as circulating currency or 
deposited at Post Office SavingsBank~0 The part of the loan that 
returns to the bank is the feed~~· The feedback lilay be in the form 
of privo.te deposits or government deposit. This means that the loan 

---·---=----- - ·-·----------·-- ·----- ----------
14 d"t . Cre 1 expans1on 

of deposits from Post Office 
the government increases its 

could also result Hhen there is a 
Savings Bank to Commercial Banks, 
deposits at the commercial banks. 

transfer 
or, when 

l5Part of the cash used to meet the legal requirement may be 
used to acquire other earninc assets as the requirement permits,in which 
case,the commercial banks would ho.ve to give up cash. However, as noted 
earlier, such earnint; assets may have the same effect on the lending 
capacity of the bank under special circumstances. 

16
rn the case of a sin~le bailie the feedback may be less than 

the amounts that return to the baru~ing system as a result of loss of 
reserves to other ~aru<s~ Boris P. Pesek and Thomas R. Saving ~-cit. 
use the term only 1n th1s sense. How3ver, the term feedbc..ck as it is 
used here is taken in the broader sense to mean feedbc;,ck to the banking 
system which is the sum of all the feedback of the loan tr all banks. 
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made is equal to the sum of the leakage and the feedback. :J.:ach bank 
will have a different feedback depending on the public's preference to 
hold cash or funds in the form of post office s.::wings deposit. The 
feedback also depends to some extent on t:1e kind of lo<::.n made. 

The expansion process can thus be suwmarised as follows: 
The first step is the primary deposit VJhich makes possible the loan by 
the commercial baru~. The recipient of the loan then spends the proceeds 
of the loan. The second step will be when part of this loan is re
deposited in the banlc,resulting in additional deposits. This amount 
is the feedback. 11t this point the bank has free reserves minus the 
required reserves and the 'IOrkin8 reserves necessary because of the 
increase in deposits. The subsequent steps may be constructed in the 
same way as the banl~ repeats the process by lending its new level of 
free reserves and again receives a feedback and so forth. 

This is the manner in which loEJ1S lead to money creation. Of 
equal importance is the fact that vthen the loans are repaid, a portion 
of money sup)ly is destroyed. Loans are usually repaid by cheques drawn 
on demand deposits. This will reduce the reserves of the baru{ from where 
the cheque was drawn on by the full amount of the loan repayment. This 
may cause the bank to have a deficiency in their reserves in which case 
they will have to sell their assets . If these assets are paid by cheques 
the same process vvill be started in other banks. Thus, just as multiple 
expansion of deposits is possible through the operation of the barudng 
system,so is it possible to have multiple deposit contraction. Expansion 
is based on the creation of debt while contraction comes about when debts 
are extinguished, in which cnse total loans e.nd investments of the baru~ing 
system decline. 

The above account of credit expansion may be demonstrdted 
mathematically by the credit multiplier. However, before presenting the 
multiplier that takes into consideration factors discussed earlier,the 
derivation of the conventional multiplier may be seen as follows. 
Beginning with the initial cash transfer, the initial prim:rry deposit 
Z permits the extension of loans or the purchase of investments to the 
amount E(l-r) where r is the reserve requirement. And given the 
public's demand to hold currency as c, then (1-c) of the loan returns 
to the banl-c as a feedback for the next round. Therefore, in this step 
of the expansion process E(l-r)(l-c) has returned to the bank in the 
form of additional deposits. As a result of this increase in deposits, 
the next step will be thc..t loans of the amount · times the increase 
in deposits v1ill be made. And the ... new incre~§e in deposits will be (1-c) 
times the increase in loan i.e. EL(l-rHl-clf. The subsequent steps may 
be constructed_in the s~e nay so ~~yt the addition to deposi~s from . 
the nth step w1ll be ELC1-r)(l-c27 • Thus, the t_£tal depoSJ.t-lxpansJ.on 
D, will be equal toE+ ::!::(1-r)(l-c) + •••••••• + EL(l-r)(l-c27n , or 
may be summarised to: 
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D = 1 considering to be large. -·-· - - - ··- . -- - ·- -- I n very 
1 - (1-c)(l-r) 

Then D = r ~· \ • .0.J 

where K = 1 ' is called 'credit multiplier 1 • 

----~~-~-------
1- i(l-c)(l-rl/ 

This is similnr to that derived in Appendix Al, as is found 
in most textbooks. The reserve ratio may be partitioned into the legal 
reserve requirement and the working reserve as previously described, 
in which case the multiplier ;;ill be expressed as follows: 

where r is the leGal reserve and r the v1orking reserve. 
r w 

The conventional multiplier becomes inadequate to explai£7 
credit expansion when the broader concept of money supply is used. 
In addition, the fact that the i"'alaysian Government has deposits at the 
commercial banks, further complicates the issue. Hence, certain 
refinements have to be made to the multiplier to t nke into account these 
considerations. 

Since we are concerned v1i th the multiplier effects of an 
increment in reserves at the commercial banks only, deposits made a t the 
Post Office Savings Bank by the private sector becomes similar to the 
currency leru(age. In order that this factor is taken into account a 
separate variable is necessary to explain changes in the public's 
preference to hold saving deposits at the Post (Jffice Savings Bank in 
relation to other forms of money. This variable termed the 'post office 

S saving deposit ratio', is defined as a function of money supply, that is, 
s = SJN where ~ is total post office saving deposit and M is total Money 
Supply. 

The definition of money supply also requires that any deposits 
made by the Central or State Governments at the commercial1~anks should 
be subtracted from total deposits of the co~~ercial banks. However, . 
it should be noted that any increase in government primary or derivative 
deposits has similar effects as deposits mad~ by the private sector. 

------ -----~- ---- ~ .. _....__ ., •.. -.. _,. .. -- - --- .... -~- ..--.-------.. . ·-----·--~---- ---~----
17The broader concept of money supply includes currency, 

demand, time and saving deposits at T ost Office Saving Banks 018
3

). 
18

Although there is a tende:1cy for fiOVernment deposits at the 
commercial bank to fall in importanco . for tlte period under review, 
government deposits constitute an ave1age of 10% of total deposits at 
the commercial banks. 

- 13 •4 

Univ
ers

iti 
Mala

ya



For example, if the government makes a primary deposit at the 
commercial bank, t~1e lending capacity of the ba.n..l{ will be a multiple of 
that increase. Similarly, part of a loan made by the commercial banks 
may return to the banks in the form. of government deposits if the 
gover~ent is the recipient of money spent from a loan of a commercial 
bank. It should be noted thHt, any increase in government deposits 
requires a proportional increase in required reserves. Therefore, in 
order to take into account the behaviour of government deposits at the 
commercial banks, 'the government deposit ratio' is necessary in the 
formulation of the multiplier. On account of the inclusion of the two 
ratios discussed above the credit multiplier will be as follows: 

as 

where 

1;..._ __ 
i ::·-c1:..:r TC1 - c - s + -g-y 

. d t• 20 r = requlre reserve ra lO 

c = currency ratio 

s = post office saving deposit ratio 

g = government deposit ratio 

1:Jhen all the reserves are absorbed in equilibrium,the total 
liqu~d assets equation becomeE;: 

where 

L = cH + sH t r ( 1 - c - s + g) Iv1 - gM 

L = total liquid assets 

eN = currency leakage 

sJvi = post office saving deposit leakage 

lr(l - c - s + g)] Jvi = reserve leakage 

gN = governnent deposits at the commercial banks 

(Refer Appendix A2 for method used to derive the above 
multiplier.) 

------·----- ----- --------------··------------
l9In fact, one of the methods by which the Central Bank may 

influence the commercial banks reserves in Malaysia is by regulating 
its receipts and po.yments into and out of commercial banks. 

20rn order to calculate the actual size of the multiplier 
the total reserves rather than the required reserves held by the bank 
has to be trucen into account. ~he multiplier would then indicate the 
effect of the actual amount of reserves the bnnks hold on money supply. 
In the following analysis r will be taken to mean total reserves. 
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l. 7 Ext~_nj; and ~j..£0j.._t_a_t_~~<?l§. 

Up to this point, it has been shown that the extent of the 
increase in deposits that banks can expect,given an increase in primary 
deposits (given the reserve ratio, the currency ratio, the post office 
savings deposit ratio and government deposit ratio) can be predicted by 
the credit multiplier. Theoretically, this ~auld show the ability of 
the commercial barucs to affect money supply. ~ssentially, the factors 
limiting creation of money by oanks are obvious. Firstly, the quantity 
reserves available to support credit expansion. Exhaustion of such 
reserves will bring expansion to a halt. Secondly, the percentage 
reserve requirements against deposit liabilities that the banks must 
maintain. The smaller the amount of required reserve and \"Jorking (excess) 
reserve ratio the larger is the aggregate expansion of loans and deposits. 
Hence, the amount of reserves held by the bank can become a significant 
factor in limiting deposit creation. Thirdly, the currency drain into 
circulation and into Post Office Savings Barnes of barn~ reserves that 
accompanies an increase in deposits also limits the expansion of credit. 
Such withdrawals reduce the banks' reserve position and therefore reduces 
the potential basis on which further deposit expansion can take place. 
Similarly, in the case of the external drain where deposits are withdrawn 
to settle baldnces due to forei~n countries in which case reserves,of the 
banking system are reduced. Lastly, it should be noted th2..t any increase 
in government deposits increases the extent to which monetary expansion 
can take place. 

From the mechanism just described, it is apparent that the 
lending activity of a bankins system is somev1hat different from that of 
a single bailie. This distinction is made very clearly by J.h. Galbraith: 

'The distinction beb"Jeen the banking system and the individual 
bank does not lie in the source of the loan, the distinction 
lies in the effect of the loans. An individual baru-c in making 
loans is likely to find its cash reserves reduced by more than 
its deposits increases; in the bankill0 system an increase in 
loans is l~fely to increase deposits by more than it reduces 
reserves. 1 

In other words, ~ single baili-e cannot increase its loans and investments 
and hence its deposits,by more than the amount of excess reserves. 
Therefore, an individual bank in a banking system cannot lend an amount 
equal to a multiple of its excess reserves. 1 /hen the bank has lent an 
amount equal to its excess reserves, it has createli the maximum amount 
of deposits possible. However, if the borror1er does not \"Ji thdraw the 
whole loan but retains part of the loan in the form of deposits in the 
same bank or, even if the recipient of a payment made by the borrower 
redeposits in the same baru-c, the bailie's lending ability will be 
increased correspondingly. 

---~-·----------- ··----------·-------
21

The :fcE_:t.!£.~i.£_s__of_Banki!1f£, Operatic~. A Canadian Study, 
J .A. Galbraith (1963), (2 dimprsn.) Montreal, NcGill Uni•Jersity Press 
(1964), PP• 18-19. 
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However, in a ~nkinJLsystem, when a customer draws a cheque 
on a newly received loan,the reserves of the baru< will be reduced and 
reserves of other barucs in the banking system will increase as a result 
of deposits made by those YJho have received payments from the borrower. 
Although the reserves of the banks v;hich receive the cheques are increased, 
it may be less than the amount of the cheque as a result of the currency 
leakage. Nevertheless, this alloHs other banks t0 expand deposits by 
the increase in reservet> but again, not to the amount of the newly 
acquired reserves as a result of the reserve leakage as deposits expand. 
As distinguished from a sine;le baru< then, the banking system can lend 
and invest and thus create deposits to the limit when no bank in the 
banking system has any excess reserves. Also, t:1e banking system only 
loses reserves through the currency leakage or the post office savings 
deposit leakc::t:_;e whereas the single bank loses reserves to other banks 
in the system. This implies that there is a tendency for banks in the 
banking system to extend loans at the same rate. For, the baru< that 
expands at a faster rate will lose more reserves than it acquires v1hile 
thos_; that expand slowly will lose income that may be earned. Hence, 
when this deposit creation process ceases, the ban~dng system will have 
created dc) osits of an amount that is a multiple of the excess reserves 
as indicated by the credit multiplier. 

1.8 A Note on the Theoretical and EmrJiricHl Develo.EE2_cmt of the 
·Pri.nc.ij2"ie~~oi)ji€~~~~e:di-!~. ~~jft}iiJ}·c·lJ.?i_:s·~;;_~~i_y_-v!:it-er"S- - ·· 

This aspect of the credit multiplier in the theory of money 
supply is a relatively new discovered field of research. The general 
trend has been to treat the quantity of money as determined directly by 
the monetary authorities. Money supply was related to the reserve base 
by the multiplier as has been described above and shown by the expression: 

K = l 
1 - (l.:cJIT-rJ 

However, in the simplest presentations of the credit 
multiplier found in earlier writine;s,excess cash was eliminated solely 
through the effects of banking expansion of deposits, while the currency 
ratio was neglected or assumed to be il}Significan~2or constant. Even in 
the more comprehensive analysis by C.,:,. Phillips, the only leakage 
recognised is the reserve leakage. This lack of emphasis of the currency 
leakage in barudng literature VJaS pointed out by s~3phen McDonald in his 
article 'The Internal Drain and Credit =xpansion'. He illustrates 
this point Hith many examples of writings where the internal drain is 
only briefly me:.:tioned or given less importance or even dismissed as an 
unimportant factor and therefore to be neslected. In his analysis, 
NcDonald proceeded to show the importc.-..nce of the internal drain and the 

·----····------·-- ---------- -···--·-· -----·------------
22 = 1~..£9-it.!.....~--§tudy of the Pri~es and Factors Under

lying A.dvetnges m~.de by Barucs to BorrovJers ;; , Chester Arthur Phillips-·
( Nevi Im:prsn.), New York, HacHillan (1936). 

23~ cit., pp. 414-416. 
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necessity of incorporating it into the explanation of bank credit 
expansion o..nd its importance for planning monetary policies . 

Empirical studies carried out alone:; thes~ lines havo24onfirmed 
this necessity. The study made by Ahrensdorf and h.aneso.thasan was 
concerned nith isolatin::; the contribution made by each of the determinants 
of the crec.it multiplier includinc the currency ratio. From their 
investigations, the authors concluded thcJ.t the assumption of short-run 
stability of this ratio was ummrranted und hence argued thut the 
explicit inclusion of the ratio in the anc.clytical framework would improve 
monetary analysis and \JOuld allow for the introduction of further refine
ments. The study implies that there is a possibility that the quantity 
of money is no lon;er under the control of the monetary autl10rities. 
Such a case would exist if money supply is varied without a change in 
the monetary base. This is possible if the determinants of the multiplier 
that are not under the monetary authorities have large variations . 

Theoretical development of the credit multiplier has taken the 
form that allons for tho currency leakage. These mo25 sophisticated 26 versions can be found in the works2~f Lief Johanson, Y£octor Thomso~~ 
Richard Goode and Richard s. Thorn and Steiner, Shapiro and Soloman, 
to name a few. On the other h~§d, empirical work done aloEg these lines 
includes that of Phillip Cac;an nhose study was an attempt to explain 
long-run changes in the currency ratio in the United States . He 
concluded that income per capita explained most of the decline of the 
ratio from 1875-1919, while the interest earned on deposits explained 
most of the variation from 1919-1955, though the possible g~in from tax 
evasion by currency tr2.nsaction was also used to explain the changes. 

Although Daniel Khazzoom agrees with P. Cagan that these 
factors do affect the currency ratio, he contends that the secular 
behaviour of the currency ratio reflects the effects of factors more 
fundamental than tax evasion or the return on deposits. He believes 
that institutional factors shape the behaviour of the ratio. His own 
empirical uork is the study of the currency ratio of underdeveloped 
countries. He argues that the high currency ratio in underdeveloped 

~--. ------ --- --- . . -----· -----··- -- -····-- -·-- ------- ------------
240 "t 
~~~· 

25 ;iThe Jole of the Banking System in a Macro-economic Model , u 

Lief Johanson, I_~ternati_?}~al~~~ni~_.r"':a.J>er~- 8, 1958, p. 94. 
26 

"Variation on a Theme by Phillips 1
;, Proctor Thomson, 

.~el:i.c_~ J~C-~:t}-.9.!!!..~ •.• ~_vie\·; , 26 December 1856. 
27 nvariable Reserve Requirements Age.inst Commercial Bank 

De)osi ts ;; , Richard Goode and Richard S. Thorne, IH_:r:__s~~ff P~er_~.l. ' 
April 1959. 

280 "t 
~-~~· 

29 ;'The Dem,.:.nd for Currency Relative to the Totnl l'-ioney Supply' 1, 

Phillip Cac;an, Jour~I!_al of :i?olitiC:_c;t_l Zeona~, August 1958 . 
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countries then allons the Central Bank to expand its monetary liabilities 
without runnins the risk of a large multiple expansion of money supply . 
I~ ~ier,. of t~e signific~mce of this •,, he p~oc~ )", ?-ed to . exp~5re the feasi
blll ty of uslng the ratl.o as a tobl for econon~J.;<;: :;JJOllcy . 

,' ·•,! ' t '. 
A major contribution 'tb empir,icalreseqr,ch

1
carried out a135:g 

these lines was made by Hilton Friedman and Anna Jacobson Schwartz. 
The authors examined the factors that accounted for the changes in the 
stock of mone~r at different periods in the history of money in the 
United States . They distinguished t l1ree proximate determinants of the 
monetary stock. Any changes in the monetary stock then, must arith
rneticnlly occur through these determinants, that is, hi,sh-powered money, 
H, the deposit reserve ratio D/R and the deposit currency ratio D/C . 
The formula used to connect them Hi th the monetary stock vtas: 

M = H • D/ R (l-D/C)32 

n/R+-n!c-

The authors found tha t high-powered money was a major factor 
accounting for the arithmetic changes in the stock of money . Changes 
in high- powered money were, honever, produced by different forces .:~t 
different times , thnt is , gold flous or changes in government fiduciary 
issues . Also , they found that the deposit currency ratio was of major 
importonce especially during periods of financial difficulties. This 
was especially so in periods nhere the public lost confidence in the 
b<~l1ks which led to attempts to convert deposits into currency which , 
hence , produced a sharp decline in the ratio of deposits to currency. 
This further leads to a multiple contraction of deposits. The ratio of 
deposits to resel~ves '.:as found to be like the deposit currency ratio which 
was of ma jor importnnce a t tir.~es of fin, ncial difficulties, though it 
had played a more consistent minor role by c;enerc.tlly rising during 
business expansion and fallint:; during business contrr·,ction. t1henever 
the public had shmm distrust of banks by seeldn[~ to lower the deposit 
currency ratio,banks were found to ilave resorted to strensthen their 
reserves. In so doing the b8.nks further added to the dowmn.:.rd pressure 
on the stock of money . It was also found thc..t this ratio varied in 
response to changes in monet&ry policy . The entirety of their 
investigation however cover an extensive exD.lllination of ehanges in 
money supply and t fio ir C-~ses, in the different periods of the history 
of money in the United St8.tes. 

300 •t 
~~~-· 

31 Ul?ne_~p._rx_Ilis_to_r_y __ o_f_t:}l:_e __ U_!!.i te_~_,;S_t~ t-~~-1..-~8-~-1_960 , Hilton 
Friedman and Anna Jacobson Schwartz (2 dimprsn .) , Princeton, N.J., 
Princeton University Press (196Lr) . 

32The multiplier is different from that discussed in the 
earlier parts of this chapter as a result of difference in the definition 
of the two ratios . 
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Other researchers such as Knrdouche used a similar framework . 33 

He studied factors that explained ew rapid increase of money supply in 
~gypt . He related money supply to the economy ' s monetary reserve base 
and the reserve and currency ra.tios , to show hon the behaviour of banks 
and the public affect money supply. He concluded that the main increase 
in money su1::;ply v1as due to the expansion of the monetary base , the 
contribution of the ratio;.'; beinc less importa.nt for the period 1952-65. 
Hence , expansion in money sup?lY was attributed to the Treasury rather 
than the behaviour of the banks or public . 

This survey indicates that recent developments in this area 
reflect the use of the framework in empirical studies. Differences , 
hm1ever, can be found in the definition of concepts such as money supply 
and the currency ratio and in the statistical techniques used in cases 
such as to show variability of ratio,or the method used to isolate the 
effects of factors that determine the multiplier to determine its con
tribution to the chanse in money supply . 

Development of other refinements to the credit multiplier have 
allowed for other complications but these developments have been theOI'e
tical rather than empirical. The distinction of the effect of cash with the 
commercial bru1.ks that is depooi ted by the public and that '!hat is

3
4ssued 

by the Central Bank was already acknov1led;::,ed by Proctor Thomson . rlhen 
the Central Bank prints money of SJ.IT!Ount E, thenCE Hould enter currency in 
circulation while only E(l- c) would return to the banking system for 
expansion . The multiplier to describe the expansion of this increment 
in cash vJould be: 

1-c - - . - . . ·-· ·-· . --::-'\" 
l - (1- c)(l- rJ 

This multiplier was also discussed by R. Goode and R.S . Thorn . 35 
However , it was only generally mentioned that when the Central Bank 
expands its monetary liabilities the public determines the division 
between bank

3
geserves and currency in circulation. Steiner , Shapiro 

and Soloman , however, merely assumes that when a primary deposit is 
made, part of it will be withdrawn to meet increased cash needs and 
therefore derives this form of multiplier . Recently , J .A. Galbraith 
systematically classified the multipliers by type of transaction which 
includes that of excess cash (that does not result in deposits - an 
example of which is when there is a fall in the currency ratio), cash 
deposits subject to currency drain and cash deposits not subject to 

33o . t 4 ~·- .£.:!:.....• ' P • • 
34 

2l?..!..~i!.. 

35op. cit . 

36op . cit . 
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currency drnin37 (refer to Appendix Cl for the table present.:;d by 
Galbraith). This gives a set of different multiplier. 

Although we are concerned with the deposit multiplier and 
money supply in this study, it is important to mention the earning 
assets ;nul tiplier. This multiplier indicates the amount of earnine 
assets the banking system will be able to acquire given an ruuount of 
excess cash. This gives a different set of multipliers from the deposit 
multipliers and may be seen clearly classified under the different kinds 
of transactions in Galbraith's table (see Appendices Cl and C2). The 
multipliers are also presented using the two forms of the currency ratio. 

The multipliers described so far are in their most condensed 
forms. However, in recent writings,the determinants of the multiplier 
have been partitioned into various forms to allow for institutional 
features such as in the case of the internal leakage, into leGal and 
non-legal requirements or variations for different categories of deposits. 
This kind of categorisation would further increase the variety of 
multipliers. Ilultipliers of this t58e can be found in the r~orks of 
Boris P. Pesek and Thomas n. S<wing where ~~me deposits are included 
in the multiplier analysis and Assar Linbeck who went further to 
include the effect of non-bank financial intermediaries in expansion of 
money SU)ply and hence on the multiplier. He also distinguishes bet\'/een 
reserve ratio and liquidity ratio for the different deposits to give a 
different set of multipliers asain . Similarly as J.A. Galbraith suggests, 
a comprehensive currency ratio could be partitioned into component parts 
to produce additional variety in the multiplier formulae. In fact, this 
was done by Kardouche in his study bec<..-cuse of the fact that in igypt the 
Central Banl~ accepted deposits from the private sector which were mainly 
from GOVernment S)Ol1sored institutions. Since these institutions did 
not behave like private businesses he used a private deposit ratio to 
solve the problem . 

tro 
In his article J .: •. Galbraith claims that there is no one 

source in which can be found a complete treatment of the main varieties 
of the multiplier. He has attemJted to present all the possible 
banldng multipliers for the banldng system classified according to the 
conditions for rvhich they hold, some of v1hich have already been referred 
to. 

3? 11A Table of Banking System Hultipliers" , J . 1-< . Galbraith, 
Canadian Journal of iconomics , November 1968. 

Almqvist 

380 "t p • Cl •, PP• 194-5. 

39 Ass.~. Linbec~: _ A __ S_~- in J~~onetar~ An.¥.x.sis 
and -\hksells, Stockholm, 1965, pp. 18 -200e 

400 •t 
~-_3.._· 
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Although the credit ml:/:ftiplier has been described as being 
mechanical by Harry G. Johnson, he recognises that partitioning 
changes in the quantity of money aJnonr; changes in the reserve and 
currency ratios and the monetary reserve base can give fruitful 
results. For it is in this way that monetary authorities can anti
cipate changes in money supply by the credit multiplier and hence the 
effectiveness of monetary policy can be enhanced. 

---------------· ·--------------··----
41 . 

"Monetary Theory and PolJ.cy"t Harry G. Johrv:;on 1 A~eri~ 
Economic Revieil, Dec~mber 1962, No. 52 v 
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EFF~CTS OF A CHANGE 
c:..;;NTRAL BAI'HC AND 

CHAPT~R II 

IN MON~TARY LIABILITIES OF THE 
'I'HE HULTIPLiillt DISTINGUISHED 

Traditional theoris~ concerned with money supply under a 
system of fractional reserve banking believed that the quantity of 
money in an economy can be determined by monetary authorities, with 
the assumption that the Central Bank had complete control over its 
monetary liabilities. Keynes followed this convention and treated money 
supply as a direct policy variable: 

''Assuming that the Central Bank is also the note issuing 
authority, the CJ.Ggre.:;ate reserve resourc;es of the commercial 
banks will be under the control of the Central Bank provided 
the latte~ cc::.r:

1
control the nggre3ate of its note issue and 

its de~:JOSl ts. ·' 

From this it is implied that the effect of a chan2;e in the monetary 
liabilities of the Central Bank on money sui:Jply is reasonably predictable 
since the reserves of the commercial banks is under its control. !Ceynes 
made no mention of the possibility that the commercial banks reserves 
may be affected by c. chanc;e in the currency leakage, a variable that may 
not be determined by the Central Bank. 

The purpose of this c:1c::.pter is to separate and distinguish the 
effects of a chanse in the monetary liabilities of the Central Bank and 
that of the mult i plier and to discuss possible factors that may account 
for their cho.mge. This will tal;:e into account the question as to 
whether the CentrEd Bank has complete control over its monetary liabilities 
and the determinants of the multiplier. From this, the determinants of 
moaey supply can be classified as policy variables - those which come 
under the direct control of the Central Bank and behaviour variables, 
that which do not come directly under the control of the Central Bank. 
The above analysis v1ill be made to take into account tha basic features 
found in the monetary systems of developing countries. Special reference 
will be made to Jv1alaysia. 

The underlying assum;_:Jtion behind tho credit multiplier frame
work of a.nalysis is th.::~t the commercial banlm hold Central Bank money 
as a 6iven fraction of deposit liabilities and that the private sector 

--------------------- -- ------·---------
1 •A Treatise on Money', Vol. l, John Naynard Keynes , London, 

NacHillan , 1953, P• 30. 
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outside the banking system holds in fixed proportions certain assets 
ranging from cash and deposits to other less liquid assets . However , 
before discussing the effects of changes in monetary liabilities the 
term used in this mmlysis has to be clearly defined . 

The monetary liabilities of the Central Banl< consist solely 
of Central Bank Notes in actual circulation in the non-bank private 
sector and t11e commercial banl< reserves which comprise of vault cash 
and reserves deposited at the Central Banlc . It is also known as high
powered money since one dollar of such money held as bank reserves, 
permits the commercial banks under a frnctional reserve bo.nking system 
to increase deposit liabilities by several times the amount . However, 
it was noted in Chapter I that under certain special conditions,assets 
other than cash has exa.ctly the same effect on the capacity of the bank 
to lend or invest . Hence , reserve requirements can be met by government 
securities or other paper that is available to the commercial banlcs only 
from the Central Banlc . Commercial banlcs may be siven the option of 
meeting part of , or all , of the requirement in cash or the government 
securities. However , this substitution is likely to take place since a 
return can be earned on such assets other than cash. In acquiring such 
assets the commercial banks have to §'ive up cash , but the reserve position 
of the banlc still remains unaltered . Therefore , under such circumstances , 
as r~hich exist in Nalaysia , high- powered money would not only consist 
solely of bcmk notes but other items in its protfolio which can satisfy 
the reserve requirements of commercial banks. 

The ability of a Central Banlc to create monetary liabilities 
depends on the monetcJ.ry rc,sulations it is ::;overned by. These monetary 
regulations may vary from country to country. These may r.;mge from a 
self- regulatory currency system independent of governmental action where 
the volume is determined by total effective demand of the public to a 
currency system that is dictated by deficit financing by the government. 

It can thus be observed that under a fiduciary standard,the 
amount of monetary liabilities is determined by governmental action . 
Although the monetary liabilities outstanding may be the net result of 
other factors , the government is empowered to decide the amount of 
fiduciary money to issue to the connnercial banl<s and public . In 
contrast to this ,under the specie stando.rd the amount of money in any 
one country must be of the amount that is necessary for it to maintain 
international bal~nce with other countries on the similar standard . The 

2If , however, the government deposits its receipts from payment 
of such securities in the commercial banks then this would affect the 
r8serves of the banks . Nevertheless , this factor can be dealt VJith by 
the ' government deposit ratio' discussed in Chapter I . 
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amount of monetary liabilities is e1en a dependent rather than an 
inde_:Jendent vctriable and is not subject to goverrunental action. 

A change in monetary liabilities of the Central Bank may flow 
~ntirely into the commercial banks , in v1hich case it would represent an 
lncrease in their reserves or entirely to the non-bank priv~te sector, in 
which case it would represent an increase in currency in circulation or, 
it may flow into both commercial banks and the non-b::J.nk private sector. 
In each case, the multi1)lier effects ''lhich have been already discussed 
in Chapter I will be different. 

In Malaysia, until June 1967, the situation was unique in the 
sense thL:t the Central B.:-nk was operating side by side with the Currency 
Board vrhich was the sole authority for issuing currency. Al tl10ugh the 
Central Baruc Ordin~nce of 1958 provided for the Central Bailie to be the 
sole authority for issuing currenc~ it did not assume this function until 
June 12th, 1967. Prior to this, the Federation of i-ialaya shared a common 
currency with Sabah, Sarawak , Sing:o·.pore and Brunei issued by the Board 
of Commissioners of Currency. The stc:ttutory regulations under which the 
Currency Board operated,required it to convert pound sterling into 
Iv!c.laysian dollars upon demand at a specified rate of exchange of 2s. 4d. 
to a doll~r. It is important to point out that the Board had no 
discretionary authol"i ty over the note issue and l!ence over money supply. 
The amount of monetary liabilities of the Bo~trd depended primarily on 
the Balance of Payments position of the Currency Area. ForeiGn currency 
that v1as earned by trade could be converted into sterlinc and sold to the 
Currency Board for local currency. The assets of ·che Board then comprised 
of sterlin:::; and the liability of the Board comprised of loc<:<l currency. 

Therefore, the function of the Board \J<:'.S automatic. This 
means that there was a 100% of reserves against the currency. However, 
due to an annual appropriation of 1~6, the funds were usually above 100)'6. 
Tho assets of the Doard consisted mainly of funds held on de:)osi t in 
Londo:1 1 Treasury Bills of the British Government and also sterling 
securities maturine within two ye.J.rs. The less liquid assets c onsisted 
mainly of sterlin~ securities and securities of other Commonwealth 
Governments. 'rhis sy.::;tem of the Currency Board continued to function 
until llth June 1967. 

One important featUl"e of the Board rras the 1960 Agreement in 
V!hich provision was made for the Board "to hold among its assets, publicly 
issued dollar securities of, or g~aranteed by participating governments, 
up to a maximum of )300 million." The provision of this fiduciary 
issue was that, the maximwn amount that could be iflvested in the 
securities of the participating government was to be determined by the 
proportion of profits payable to the government i~ the year preceeding 
the dnte the purchase of the securities in question w~s made. 

---- . ______ . __ .... _, ... ··- ·-- _ _ ., ___ ---------· -~---· ~ .. _____ ---------··----
3Report of the Commissior;ers of Currency, Nalaya_and British 

Borneo, 1960, p. 3. 
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After 11th June 196?, the Central Bank becil!Tie the sole 
authority for issuing currency. The par value of the l'1alaysian dollar 
was defined to be equivalent to 0.290299 grammes of fine gold. The 
ler::;islative regulc,tions under which the Central Bank issued currency 
provided for foreign exchange backing. The amount the Central Bank is 
required to maintain against its monetary liabilities is specified as, 
not less than the minimum percentage of reserves of external assets, 
which the Board would have been required to maintain against its 
monetary liabilities on the day it ceased to function. Under the 1960 
A.;reement the fiduciary issue of a maximum of ~noo million was allowed . 
Based on this, the minimum external assets which the Currency Board was 
required to maintain against its currency in circulation was 80.59%. 
This then, became the percentage of external assets that the Central 
Bank is required to maintain against ita monetary liabilities. 

In order to consider the ability of the Central Bank to 
control the size of its monetary liabilities,possible factors that 
affect not only the size of the monetary liabilities of the Central Banl<. 
but its ability to mnni~ulnte these factors,have to be taken into 
consideration. IIaving described the manner in which the Central Bank 
can create monetary liabilities, it i:3 apparent that when there is no 
fiduciary isGue and nhen the currency is fully backed by foreign exchange, 
the monetary authorities usually have little discretionary control over 
the size of the monetary liabilities. However, the 3JTlount may, to some 
extent, be varied by monetary and fiscal policies . However in the case 
of a monetary system that allows for a fiduciary issue, the Central 
Bank has some discretionary powers to increase its monetary liabilities 
by issuing securities. 13ut this acain depends on the terms of the 
fiduciary issue. 

An examination of the Central Bank's balance sheet will show 
the factors affecting the monetary liabilities. These changes may arise 
out of changes in foreign assets,or monetary or fiscal policies . The 
different economic operations thc:.lt affect the monetary liabilities of 
the Central Balli<. can be classified as internal or external factors. 
Having described the currency system that prevailed in Ma~aysia, it 
becomes apparent that the factors affecting the monetary liabilities 
of the Currency Board and that of the Central Bank are not entirely the 
same. Hence, factors that cause chan;ses in the monetary liabilities of 
the Central Balli<. will first be considered taking into account special 
features of the currency system of Halaysia and secondly those factors 
that affect the monetary liabilities of the Currency Board. In each 
case, the question ns to nhether the Central Bank has any discretionary 
control over the factor and its effects on the monetary liabilities will 
be considered. 

The first factor to be considered is government borrowing from 
the Central Bank to finance government spending . However , it is important 
to distine;uish betvteen two types of financing - that is, finance by ban:c 
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credit and reserve money finance. Finance by bank credit does not 
~ffect the monetary liabilities of the Central Bank and hence does not 
~nvolve a potential of multiple expansion. However , finance by 
reserve money is identical to printing press fin~nce in that, both 
increase the monetary liabilities of the Central Bank . Reserve-money 
finance, whether in payment for current governnwnt expenditures or for 
debt retirement, increases the reserves available to the commercial 
banks. As a result, the commercial banks may lend to the non-bank 
private sector by a multiple of the increase in reserve-money. 

This type of finance is indicated in the Central Bank's 
Balance Sheet by the amount of goverrunent deposits less 'claims on the 
government 1 v1llich refer to the Central Barile 1 s holding of government as 
Well as government-guaranteed securities. An increase in these claims 
that is not accompani ed by a rise in goverDment deposits is the amount 
of government spending financed by the Central Earll~. Such financing 
Will contribute an increase in the Central Bank mone:tary liabilities . 
How®v®r, oxco1;;H:JiV~ fintmcing in this m~nno:t" may hav® tt~erioUI!.i 
repercussions . 

To prevent this, such financing in Malaysia is governed by 
strict regulations~ The Central Bank of Halaysia Ordinance limits the 
total amount of such advances to a maximum of 12~ . per cent of the 
estimated annual revenue of the government. In addition, such advances 
to the government to finance budget deficits must be repaid within three 
months of the end of the government's financial year. If the advances 
are not repaid v1i thin the time stated, the Central Bank will be restricted 
from making further advances to the government. However, this provision 
for borrowing has not been made use of by the government. The government's 
firm stand on this matter can be seen from what has been said by the 
Hinister of Finance: 

"the government • . • does not intend the Central Banlc to 
be used as a note-printing machine to4gratify irresponsible 
demands for fino.nce for development. 11 

In addition to govern~ent borrowing from the Central Ba~~, 
open-market operations c&n also affect the monetary liabilities of the 
Central Bank. In this way, the Central Bank can, by buyine and selling 
securities to ~ommercial5bank~ o~ the public, af~ect the cash reserves 
of the commerc~al banks. Thls ls because cash lS exchanged for the 
securities. \.Jhen the payments have been made by the commercial banlcs 
to the Central Banlc, their de:Josi ts at the Central Bank will be reduced. 

4•speech Introducing the Second Reading of the Central Bacl~ 
Bill ' in the Federal Lecislo.tive Council, October 29th 1958- Tun H • .S . 
Lee. 

5Horiever, it is important to observe that, when the commercial 
banks acquire Treasury Jills and other Government securities included in 
tho liquicli ty r equirement , the r eserve position of the commercial ba.nl;:s 
are not altered, 
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However, in Nalaysia the amount of Treasury Bills and Government .Se~u-:
rities the Central Bank can purchase or sell is limited by the prov1s1ons 
requiring it to maintain minimum percentascs gf foreign exchange reserves 
against its currency and deposit liabilities. ':lith this conservative 
attitude to the holding of Treasury Bills and Government Securities, 
the Central Bank has not increased its holding of Treasury Bills and 
Government .Securities to a significant extent, in relation to its other 
assets . 

However, the monetary liabilities available to the priva t e sector 
may yet be regulated by the monetary authorities. Government deposits 
with the Central Bank for example , will reduce the amount of monetary 
liabilities of the Central Bam< available to the banks and non-balli< private 
sector. Similarly, a decrease in deposits vlith the commercial banks by 
the government \"Jill reduce its reserves . Hence , assuming that the 
government has both deposits with the Central Bank and commercial balli<s, 
the government (or the Central Bank which acts as a financial advisor to 
the goverrunent) can regulate the ~nount of monetary liabilities to the 
Private sector by manipulating its deposits . For example , the government 
can deliberately influence the ~ount of monetary liabilities available 
to the private sector by regulating payments into and out of the commercial 
banks . In order to reduce the reserves of the commercial banks, the 
government could finance its current expenditure more from deposits of the 
commercial banks rather than from the Central Be.nk and credit its revenue 
receipts to the Central Balli( rather than the commercial banks . 

Another item on the Central Bank's balance sheet the.t shows how 
the Central Bank may influence the amount of monetary liabilities available 
to commercial balli-::s is advances to corumercial ba.nks or 'claims on 
commercial ban!.-::s . ' An increase in tlwse loans to the commercial banks 
from the Central Balli< increases the cotmnercial bank reserves 1 whilo conversel y , 
a decrease in credit to the commercial barnes causes a fall in their 
reserves . 

Lastly , ' claims of the private sector ' of the Central Bank also , 
to some extent , affect the amount of Central Llank monetary liabilities 
to the private sector . For example , loans by the Central Bank to 
specialised banks and other entities v:hose economic activities the 
goverrunent encourages will increase the monetary liabilities to the 
Private sector . Similarly, when the Central Bank discounts bills it 
Will cause a r i se in its monetary liabilities available to the public . 

From the above account , it can be seen that the monetary 
authorities do have some discretionary control over the size of monetary 

""·---· ~-- -----
6The Central Bank of Malaysia Ordinance requires the Central 

Bank to maintain a minimum of 80 . 59 per cent of its monetary liabilities 
and 35 per cent of its deposit liabilities i n foreign exchange reserves . 
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liabilities by manipulating its assets and liabilities. In this manner, 
the Central Bank is able to influence the amount of bank reserves and 
the currency in circulation in the private sector . It should be noted 
that the factors that have already been discussed are internal factors 
or factors that have be,:m initiated from within the system . 

Proceeding with the external factors it can be seen that in 
~n open economy the bal2.nce of paym0nts position has a sie;;nificant role 
ln affecting bank reserves and money su:;;.>ply . An ex:?ort surplus nill 
lead to a rise in foreicn o.ssets and as exporters excho.nge these assets 
for the local currency , bank reserves will increase. On the other hand, 
When imports exceed exports, that is, there is a deficit in the balance 
~f payments,there will oe a contraction of note issue since the deficit 
ls paid for by convertint; local currency into foreign assets. 

Hence , we can see that different economic operutions can 
contribute offsettin~ effects on the monetary liabilities of the Central 
Baru~,either being expansionary or contractive in their effect. Inability 
of the Central Bank to manipulate the monetary liabilities may arise due 
to political or technical difficulties tha t exist in the country. 

As previously noted, for the period 1959-1967 the Central Bank 
of Halaysia operated together with the Currency Board. 'I'he mechanism by 
Which the Currency Board created its monetary liabilities was automatic 
since the currency v1as backed by a 100% of sterling reserves. Hence , it 
can be said that the predominant factor that influenced the monetary 
liabilities was the balance of payments position . Currency available to 
the private sector chan3ed primarily according to the behaviour of this 
external factor. The Currency Board had no discretionary control. \:Jhen 
the balo.nce cf payments had a surplus . that is, when the value of the exports 
and other capital inflO\·:s exceeded the; maluc of th~..- ir:;.o:ctc :md other (~c:cpital 
outflow:: , mo:cc forc·ign cxch~c~: iiUG cal"nc.:d th<:n rmG paic1 out . l"ol'( ign 
exchant:e that r,;as earned in international trade could thus be converted 
into sterling and could be sold to the Currency Board for local currency. 
Conversely , a deficit in the balance of payments reduced the monetary 
liabilities of the Currency Board since the deficit was paiJ for by 
converting Malaysian dollars into sterling . Hence , in the case o·f the 
monetary sy.::;tem under the Currency Board the monetc,ry liabilities changed 
:Primarily in response to changes in the external payrnent situation which 
depends entirely on the performance of exports of this country in the 
international market. In fact, in the case of Halaysia , the currency 
in circulation has been described as an indicator of economic growth 
since it increases only VJhen there is an increase in output . 

Although the Currency Board has no discretionary control over 
the amount of currency thc:~t flons into the country, the goverrunent and 
the Central Earll<: may affect the monete.ry liabilities of the Currency 
Board. For example , the goverm~nt could move its sterling balances from 
baru~s in the country to banks in London in which case the reserves of 
the commercial banks in the country may be altered . Hence , in the case 
of the external factors affecting th:= size of the monetary liabilities, 
the monetary authorities have limited control over it . 
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Howeve1·, internal factors suci1 as the size of the governrnent 
deposits '!ith the Central Dank can affect the monetc:,.cy liabilities 
available to the ''Jrivate sector. As noted earlier the government can, 
by movinc; its dep;si ts behieen the Central Bnnl< and commercial banks, 
regulate the amount of monetary liabilities avo.ilablc to the private 
sector . This technique, honever, assumes th_:t the .=;ove:rnmont can 
regulate its l)ayments D.ncl receipts into ti1e banks and tll;;.t these receipts 
and payments are of a relatively lnrge ma:::;nitude . 

It should be noted that although the Board was allov-1ed a 
fiduciary issue of a maximum of ·;300 million it did not make use of this 
allo·.Jance . However , if the r.,;overnrnent had. mc:.de use of this, it 
:would be a~)le to have more discretionary po\lcrs over the monetary 
liabilities of the Currency Board . The effect would be similar to that 
discussed earlier under factors affecting the monetary liabilities of 
~he Central Bank since the fiduciary issue would be backed by publicly 
lssued dollar securities of or guaranteed by the government . Hence , 
ne can see that , to a limited extent , the monetary authorities in 
Halaysia may influence barr< reserves c:cnd currency in circulation in the 
Pri 1rate sector . 

Given the currency ratio and the reserve ratio , an increase 
in Central Banl( monetary liabilities v1ill increase money supply to ·the 
extent as indicated by the multiplier . The exact magnitude of the 
increase will depend on the size of the required reserve ratio , the 
bnnk •s excess reserve ratio and the public desired currency ratio . 
The potential change in money supply ( i_,jvJ ) due to a chan{;e in currency 
stock ( {\ E) can be expressed as follov1s: 

Where 

and 

~M = l + C A ·~ 
- · - ·--,-:;--:-'\· I' .J.!.j 
c + nl- c) ·" 

c is the currency ratio, 

r the reserve ratio . 

Thus , an increase in the stock of government money results in a multiple 
expansion of money supply and conversely a decrease in government money 
has op~osite effects . It is important to note , that in t~e above 
expression, the change in government money does not represent .::en equal 
increase in banlc reserves. Some part of the increase is used as 
currency in circulation . This implies that if the increase was simply 
added to the bank reserves , the net effect on money supply 'Nould be 
greater . 

However , since cha.nges in the monet<:~ry liabilities of the 
Central Balli< is only one of the determinants of changes in money supply , 
its effects on money supply can be isolated from that of the multiplier . 
From this , the amount of money supply increased due to increases in 
monetary liabilities of the Central Banlc may be known . (Refer to 
Appendix lB for the methods that have been used to evaluate the effect 
of monetary liability increases on money supply . ) 
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2.2 Effects of the Multiplier --- '---·-..-~·-·-- ..... . _ .. ,._, ..... -_, -- -~-

The multiplier hc.~s alreo.dy been defined in the previous chapter. 
However, it was explicitly assume c. in the analysis that the multiplier 
was stable in the short-run . This assumption would be in conformity 
with the traditional theorist on money supply who D.ssumed that money 
supply varied proportionately vvith the monetary liabilities of the 
Central Bank availc:<.ble to the private sector. In the follmving analysis, 
it can be shown that several factors affect the determinants of the 
multilJlier nhich therefore causes them to vc.ry. This in turn induces changes 
in th~ muHiplL.r . A chanc;e in the multiplier would mean that 
money supply could chant;e ui tllout 2. ch<:mce in the monetary liabilities 
of the Central Bank. 

An analysis of the possible .factors tha.t could affect the 
rnultiplier can be discussed in terms of factors .s.ffectint; the determinants 
of the mul ti·;Jlicr. This '.Jill include an examination of the causes of 
ch2.n~es in these determinants and the direction of their effect. 
Institutional features of the Nalaysian economy nill be noted and other 
Political and sociological factors will be used to explain changes in 
these determinants. 

Depending on the sibnificance of the factors affecting these 
determinants, the magnitude of their effect on money supply will be 
further magnified by the multiplier effect. 

By definition, legal reserve requirements are fixed by law. 
As has been noted in Chapter I such laws vary according to different 
monetary systems. A legal reserve ro.tio that is not subject to change 
by monetary authorities is a less effective instrument of monetary 
Policy. However, in many monetary systems the monetary authorities 
have the power to vary the legal reserve requirements. Such reserve 
requirements mc..y be changed due to c. variety of reasons. Legal reserve 
requirements can be used to offset increases in reserve money as a 
result of balance of payments surplus , a Central Dank finr:-.nced deficit 
or any other economic operation that brin~s about c:;m increase in reserve 
money. By imposiJ1G a high lesal required reserve ratio, the monetary 
authorities can limit the inflJtionary effects of nn increase in reserve 
money. Conversely, the existence of a hic;l1 reserve ratio can reduce 
the effect of a fall in reserve money. This is because e.. l.:<rce part of 
this reduction will be reflected in a decrease in re~uired reserves 
rather than banl~ crcdi t. The ef:lect of this will be a sm.:<ller contraction 
of money supply than that v,rhichwould have occurred with a lor1er reserve 
ratio. Hence , the reserve ratio may be fixed accordin~ to the desired 
effect it may induce. A high rese:cve ratio nould have a greater 
stabilisin;_; effect than a lower reserve ratio since it reduces both 
Secondary expansion and contraction that occurs on the basis of a change 
in reserve money . 
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On the other hand, it should be emphc.~sized that a fixed or 
stable legal reserve requirem2nt does not prevent variations in reserve 
requirements. In such a case, it 1:ould merely reduce the extent of the 
Variation in money supply in that it reduces credit expansion. However, 
if the legal reserve requirement is 100%, no expansion of credit is 
:Possible. For example, a fiscal deficit financed by borrowing from the 
Central Bank would increase money sup:..:~ly by the amount the reserves 
increase but no credit eX}:Jansion would occur if the legal reserve 
requirement was a 100$6. 

Hence, we can see that the monetary authorities may vary the 
legal reserve ratio to offset changes in reserve money or to limit credit 
expansion. Changes in reserve money may arise as noted from internal 
or external development,some of l'lhich,the Central Bank has no discretionary 
control over. 

However, the question of the effectiveness of varying the legal 
reserve ratio or whether other accompanyi~ ?Olicy action is necessary is 
another problem. This ··:ill be dealt rlith in Part III of this exercise. 
In any circumstances, however, the monetary authorities nill be induced 
to change the legal reserve ratio according to r1hcther they rlish to 
increase the liquidity of the banks and stimulnte them to expand credit 
or to reduce bam• reserves in an effort to contract baru( l ending. 

Therefore, we can conclude that chane;es in reserve requirements 
are made to compensate for changes in the volume of money that would 
othe~vise lead to large fluctuations in the sup~ly of baruc credit and 
the quantity of money. However, this depends not only on the magnitude 
of the fluctuation but also on the country's general economic policy •. 

ChaUGes in legal reserve requirem ::nts hC" VC .less effect in 
Underdeveloped countries than in m01~e developed countries. This is 
because, not only dobanks hold a large excess reserve, but also due to 
the fact t!.1at the currency drain tends to be large. These factors 
tend to limit credit expansion. The legal reserve requirement can have 
Very insiGnificant effects on chan0as in money sup~ly if the demand for 
funds are lo.-J or if there are few borrorters tho.t meet the requirements 
of the banks or even, that the bank may see few attractive lending 
opportunities. This is especially so in underdeveloped countries where 
barucs are reluctant to lend long-term credit or tend to be conservc:ltive 
towards a~ricultural credit. This results in commercial barnes having 
large excess reserves. fl. reduction in le~al reserve requirements then 
does not assure an expansion of baruc cr~dit and money supply. 

Although the monetary authorities may not determine the amount 
of excess reserves held by the commercial banks, it does h2.ve influence on 
it,as has been noted earlier. Briefly, the factors th~t may affect 
excess reserves of commercial banks can be classified under: operations 
of the public, Central Bank (government) and the commercial baru(s them
selves and also as a result of foreign activities . 
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In the c~se of oper2 tions by the public , the most si~nificant 
factor is a change in the currency ratio. If the currency ratio falls, 
it means that the public nishes to hold a greater amount of other forms 
of money supply rather th2n currency. This would tend to increase bank 
reserves. Similarly, any transfer of funds, from demand to time delJOsi t 
by the public would increase the bank 1 s excess reserves if the le;:~al 
reserve ratio for demand deposit was greater than tht;tt of time or savings 
deposits. l~wever, if the legal reserve ratios vere uniform for all 
catecorie~ of deposits then such transfers would he.ve no effect on excess 
reserves. 

·,Je have also seen the.t government oper.::ttions such as, re,3ulatinc 
deposits at the commercial banks and Central Bank, o.nd reserve fin:;.ncing 
can also affect the excess reserves of the comillercio.l bunks. 

Factors that affect the commercial ban..'l<'s excess reserves 
clBssified under the 1oper2..tions of the Central Bank' include open 
marl~et oper::.tions, cht:nges in the rate of discountir.g bills, amount of 
advances to commercial banks and lastly, changes in the legal reserve 
ratio. The eignificunce of the effect of these factors depend on how 
devel,oped the financial mo.rket is and , how dependent the commercial bank 
is on the Central Bank. 

Similarly, foi.~eign opel't=~tione thclt affect bo.nlt reserves include 
the b2.lo.nce of payments position, and other transactions such as ,when a 
foreign Central Bank draws on the local Central Banl< to make payments to 
domestic banks or members of the public. Lastly, the operations of the 
eommerqial b.;J.n.lcs themselves affoct the amount of excess reserves. Nost 
inrportr-.nt is their ntti tude to lending und their tendency to lend only 
for certQin projects or particular sectors. 

In Ch&pter I, it was noteG that in special circumstances, 
reserves in forms other than cash deposits with the Central l3ank or cash 
held in the vaults of commercial banl{s can also serve the function of 
limiting credit expansion. The principal difference between the cash 
reserve requirement and the liquidity requirement is that the latter 
allons the commercial bank to earn interest on their required reserves. 
Also it is used as an instrum9nt of selective credit control to influence 
the ~lloc~tion of credit Qnd to affect the composition of the liquid 
assets of the commercial banks. Hence, there is a tendency for commercial 
ba11ks to substitute cash for securities included in the liquidity require
ment since u return can be earnGd, unless there are inconveniences attached 
to such investment that causes the return to be unwortlmhile. Factors 
affectinG changes in the liquidity ratio ~nd its composition for the period 
1959-1968 for Hala.ysia will be discussed in Chapter III, Part II. 

Thus, it can be seen that the moneto.ry authorities can exert 
some influence over the total and excess reserves of the commercial banks • 

..__ __ - • • · -- _ _ _ ..._ - • - --- - . ... -- . .. - - ..... ...... - ,._ ••• - · - -- 4 __ . ..... ·--------- -------

7Also chances in 'post office savinss ratio' would have similar 
effects as th~t of the currency ratio. 
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Although there are many independent factors affectin[; the size and 
composition of bank reserves, these factors can be neutralised or 
reinforced by monetary authorities to achieve the desir~ble level of 
excess reserves. 

However, bec~use of the large currency ratio that exists in 
developing countries there is a tendency for the legal reserve ratio to 
be less effective. This is especially so if the currency ratio tends 
to vary. There are several basic factors that determine the volume of 
currency in circulation in the non-banlc private sector. In order to 
make a systematic analysis, these factors can be classified accordi~ to 
Whether they are exogenously or endogenously induced. From this, a set 
of hypothesis of the behaviour of this ratio with res,;_Ject to Halaysia 
can be discussed. In Part II, wherever statistical data :,)ermi ts, a 
statistical analysis vill be carried out. 

The volume of currency in circulation may be dictated by 
economic, political and sociGl fnctors. These factors may either exert 
an upvn1rd or do•-mrmrd pressure on the currency ratio. In our analysis, 
e:1dogenous vnriables refer to those varinbles that are determined within 
the banking system and exo5enous ve.ric:.ble.s to mean the.t ·,1hich are not 
determined r:i thin the ba~cing system. This distinction allows us to 
assess the effect the bc..nkin,:; system has on the currency ratio. 

In developinG countries, the .:;rO\ith of banking facilities is 
a Very signific<l.nt factor in affectinc; the cur:cency ratio. In view of 
its significance the endogenous variables Hill be dealt rlith first: 

(a) Th~ JQ'.O .. Y£.!;.£._o_f..__t}~e __ _l?.2E:!!. b_~_r _o!_.EE:.!!!~i_n_g __ o !Xi.s_e_~. - ';/ e can 
expect a.n inverse relationship beh1een the growth of bnnldng 
offices and the currency ratio. If a bank is estc.>.blished in 
an area where no banks existed then it will allow the non
bank private sector to have a choice of holding different 
forms of money rather than currency. As the advantages of 
banking are realised, there will be a tendency for the public 
to hold a larger fraction of their money in the form of 
deposits. 

(b) The location of banks - This factor tends to be important 
in developing ·countri·e-;:-This is because of the tendency for 
banks to be concentrated in large to·,ms. But, because more 
of the higher income groups live in tovms ,it is lilcely that 
the banks -.Jill find most of their customers in the tmms. 
However, on the be.sis of this, one cannot conclude thnt a 
bank established in .'..n area \/here banks did not exist will 
have a greiJ.ter effect on the currency ratio as th"'-t which is 
established in a tmm where me.ny b2.nl:~s already exist. This 
would only be the case if the nwnber of b~nks in the towns 
had reached satur<::~tion point. 

(c) .Q.~::>.~..E:_n~l._c.9._n_y_e..Eie.!lc.eE_ .o.f_y_s_i,nr; . .91!..~.9...~ - This will affect 
the volume of demand deposits and hence the currency ratio. 
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For example, an increase in bank service ch,nc;cs on demand 
deposits may reduce the use of cheques and hence increase 
the use of currency. However, the conveniences received 
by usinc; cheques as a mec-:.ns of payment nlso affects the 
ability of t~e commercial bank to attract deposits and 
hence affect money supply. 

(d) TI~e_~~t_tl.F.~~-.e.a_~!._~d - Since time and savin:; deposits 
are included in money supply in our analysis, then interest 
paid on ti1ese deposits 1.1ill affect their volume. A higher 
interest rate paid on deposits will increase their attractive
ness and therefore encourage the growth of such deposits. 
This factor will cause the currency ratio to fall if the 
rate of grm7th of currency in circulation is smaller. 

(e) .Q."!_n_e_z:.s_h_i£_~n.~ __ t_yy_e_y_f_Ji-.Ean~.:iE.8.- Very frequently in 
developing countries certain minority groups predominate in 
the field of finance . Various situations may exist in 
different countries. For example, foreign banks may be 
well-established and hence 3ive ureater confidence to 
depositors and borrowers. On the other hand, due to the 
fact that such foreign banks tend to finance trade and 
commerce only, depo.sitors may prefer domestic banks that 
may cater for their small credit needs. The development of 
such bc:.nks may exert a dovJm-mrd pressure on the currency 
ratio in that people prefer to deposit money at domestic 
rather tlwn foreign ban.'k:s. However, in developing countries 
the commercial banlcs mc..y not reduce the currency ratio 
significantly due to the fact that commercial banks do not 
have a prominent role in long-term or large-scale projects . 
These are usually financed by finance houses or public 
bodies . Thus, although bankin:.., facilities have expanded and 
contributed to tho decline of the currency ratio, the decline 
·is not so sicnificant due to the fact that the role of banks 
in finance is not so significant. This is confirmed by the 
fact thct the co~ercial banks in West Malaysia have large 
excess reserves . 

Other principle factors affecting the currency ratio may be 
discussed as exogenous variables , that is, variables not determined by 
the banking system. Following are the variables and their specific 
Possible effects: 

(a) Per ·-~C>.J2..i ta :!,_nc_<?_~ - As the level of income (mGasured in 
terms of per capita income) changes, one would expect that 
the level of currency held by the public in relation to the 
total money supply would also chan~e . As income per capita 
increases ~·c is likely that the currency ratio v1ill fall . 
This is usually the result of the increase inthc holding of money 

-- -------· ~------- ---··. ------------------
8 Refer Part II . 
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in the form of deposits or other more sophistica ted forms 
of money like credit cards. This hypgthesis may be tested 
by simple coefficient of correl ~:tion. 'J The hypothesis that 
there is a negative correlation between income per ca~ita 
and the trend of the currency ratio is tested for · ~st 
Halaysia in Part II of this exerci .se. This means that the 
level of the currency ratio is inversely related to the 
level of income per capita. This hypothesis, however, 
assumes that a larse sector of the economy ~s a.lready 
monetised and that there are banking facilities availc:,_ble 
to provide the means of payment by cheques or the holding 
of money in the form of deposits. For, if a large section 
of the economy is not monetised, with a large section of 
the public in the lo'i/ income group, this is likely to have 
different effects on the form in v;hich money is held by 
the non-bailie private sector. 

(b) Income redistribution - This may exert an upwo.rd or 
dowmrar-d .. p.r·e·s·our'"e-~n "ti;e-·currency ratio dependin~ on 
whether the redistribution is related Dith an increase or 
decrease in the inequality of income distribution. The under
lying assumption here is th,:t the higher income group tends 
to hold a smaller proportion of their money in the form of 
currency. In developinc; countries, e.l though t~u'lre are 
attempts to reduce income inequality there are clements Hhich 
contribute to a widening in the disparity of income distribution. 
A decrease in the inequality of income distribution would 
result in an upv;ard pressure on the currency ratio. This is 
because on the one hand,the very hich incoma group which 
holds a small portion of their money in the form of currel'lCY 
would be reduced and the income of lor1 income groups who hold 
""- large portion of their money in t~1o form of co.sh would be 
increased. Conversely, an increase in the inequality of 
income noulcl result in a doHnward pressu:ce on the currency 
ratio. Hence, if there is an increc..1.se income por capita 
that is accompanied by an increase in income disparity then 
the downward pressure on the currency ratio would further be 
l"einforced. However, this can only be discussed hypothetically 
since measurement of the effect !e income redistribution on 
the currency ratio is difficult. 

(c) Price level - In general, it is likely that the currency 
ratio vdlT r-i;;-in inn~.tionc.,ry periods. '11his is especially 

~-------- ·~ - · ----.-- .... -- -···...--- 4 • -- -·· . - - · - ··- . ·<> ... - · --- • ., ..... - ··--... -~ --

9Test of the relation bebJeen inc me per ca::;>ita .. nd the currency 
:atio have been carried out by Phillip Ca.:,an, 9...E..•.£iJ?.., and Daniel J. 
Khazzoom, op.cit. 

10 
However, by using Lorenze curves which can be derived from 

income tax statistics, the direction of redistribution of income may be 
assessed. 
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so in underdeveloped countries, Hhere there will be a tendency 
to increase stocks of not only essential commodities but also 
precious com::10di ties nl1ich are paid for by currency rather than 
cheques. However, inflation !!lay have opposite effects on the 
currency ratio. If inflation hns income redistributive effects 
in favour of higher income grou:)s, then this will have a down
ward pressure on the currency ratio. This is because the 
averat,e currency rc..tio tends to be hig:113r for low income groups 
and loHer for high income groups. The effect of inflation in 
increasing the income of the high income groupG will hence 
result in a fall in the currency ra.tio. This hypothesis can 
be tested but the results need not necessarily be conclusive 
since there are other factors affecting the currency ratio. 

(d) honetisation - This can <:.lso be n significant fv.ctor in 
affectin£-t'h;--c;:;:;rency rntio es:)ecially in countries where a 
larse section is Btill in the process of being monetised. In 
such areas bankint; fc:.cili ties do not exist 1 therefore the 
monetisation would take the form of currency. In addition, 
sophisticated means of payments such as cheques would be 
limited not only because of lack of baru(ing facilities but 
because its intrinsic value is not so obvious. The effect 
of monetisation then, can be said to have an upward pressure 
on the currency ratio. The actual effect would depend on the 
size of the non-monetised economy and the rate at v;hich 
monetisation takes place. In developing countries there can 
be found less mo;:1ey in use since a la.rge part of the subsistence 
sector produces for their own consumption,and payment for 
labour and rent in this sector is often in kind.. However, as 
the community is made more aware of the exiatence of new 
technology and nevi commodities from the towns they need money 
for transaction purposes to acquire these commodities. This 
induces greo.ter monetisation which takes the form of cash, 
thereby exerting an upward pressure on the currency ratio. 

(e) Urbanisation This v1ill exert a downward pressure on the 
currency ratio since it is usually accompanied by the develop
ment of banking fa.cili ties. Hence depending on the stage of 
monetisation, that is, from barter to the usc of currency or from 
the use of currency to that of cheques. that takes place, 
urbanisation will exert opposite effects on the currency ratio. 

(f) Evasio~__£f_~..§t.2f.....E..a_;nnent - Another factor that may have a signi
ficnnt cffbct on the level of the. currency rati£ is the desire 
to conceal income receipts or certain payments. Payments or 
receipts in cash are unrecorded as they do not pass through 
the barudng system. This is common in developing countries 

... --------- ------····----------· ___ ,. ·- -- - -----~ ···--- -· . ··----- ·---·-- --
112E.!_~~t. In accounting for long-run changes in the currency 

~atio in the United States, Phillip Cagan used this as one of the reasons 
for explaining the chi:'.nges in the currency ratio. 
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where currency is used instead of cheques in an attempt to 
evade taxation. The effect of this on the currency ratio 
will be to increase it since more cash is used in relation 
to other forms of money supply. 

(g) Uncertainty - In times of uncertainty in a country, there 
will be n tendency for pepple to hold foreigo currency 
rather than domestic currency. This is determined mainly 
by the confidence people have in the domestic currency and 
the political situation in the country. However, the 
people that behave in this manner are usually the high 
income group or business firms who are the community that 
hold deposits. The effect of the conversion of domestic 
funds to foreign currency then, would likely exert an 
upward trend on the currency ratio. 

(h) Customs and habits - The customs and habits of a 
community will tend to affect the currency ratio. For 
example, the means of payment in kind, cash or cheques 
will affect the currency ratio. Also, the attitude to 
saving - either by hoarding or in banks has its effects 
depending on the significance and extent such saving takes 
place. In Malaysia, there are games like 'Tontine' where 
cash is pooled by a group of people at regular intervals 
and rotated to a participant at each interval. Hence, 
even when banking facilities are available there is a 
tendency to continue this custom. It should also be noted 
that this game is usually played by lower income groups 
who hold a large portion of their money in the form of 
cash. 

Therefore, from the above account it can be seen that there are 
several possible factors that can determine not only the level and trend 
Of the currency ratio but also the degree of variability of the ratio. 

In the case of the other determinants of the credit multiplier, 
When the broader concept of money supply is used, factors affecting these 
determinants will also have to be considered. It is likely that the 
changes in the ratio of Fbst Office Savings deposits to money supply will 
be affected by the rate at which Fbst Office Saving facilities are 
increased and the rate of interest that is paid on these deposits. This 
~atio will be more significant if such banks are established in areas 
Where no commercial banks exist since the choice for the public then, 
WOuld not be between cash and deposits at the commercial banks, but cash 
and deposits at the Post Office Savings Banks. 

The size of government deposits at the commercial banks in 
relation to total money supply depends entirely on the policy of the 
Central and State Governments. Such deposits may be varied at their 
discretion. 
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2.2.2 Th~ Effect of Changes in the Determinants of the Credit Multiplier 

In the preceding analysis, it has been shown that the determinants 
of the multiplier may change under changing circumstances. This is 
especially so in developing countries where there are many major changes 
in the economy due to economic development. 

The effect of such changes will cause the multiplier to vary, 
hence, changing the potential effect of an increment in reserves on money 
supply. For example, a fall in the currency ratio will induce a greater 
multiplier effect on a given increment in reserves. Similarly, in the 
case of changes in the other determinants of the credit multiplier. How
ever, a fall in the government deposit ratio'will have opposite effects. 

The conclusion arrived from this is, that changes in the 
determinants of the credit multiplier may induce changes in money supply 
without any increment in reserves. The changes in money supply attributable 
to changes in the determinants of the multiplier may be further distinguished. 
(Refer for methods that have been used in AppendiQes A3 and A4.) 

However, the effect of a change in the determinants of the 
credit multiplier depends on the actual value of each of the determinants. 
A given percentage change in one determinant may have a greater effect 
on the credit multiplier than an equal percentage change in another 
determinant because of the difference in the value of the two determinants. 
The higher the value of the determinant the greater its percentage effect 
Will be on the multiplier. Hence, one would expect that changes in the 
multiplier will be closer to the changes of the larger variables. 

2.3 Effects Distinguished 

It is very important to distinguish the effects of a change in 
Central Bank monetary liabilitii~ and a change in th~ value of the 
multiplier on the money supply. If we assume the Central Bank has 
discretionary control over its monetary liabilities it does not mean that 
it can determine money supply unless a constant multiplier is assumed. 
Bowever, in the above analysis, it has been shown that there are many 
possibilities which can induce the multiplier to vary to produce changes 
in money supply without a change in the Central Bank monetary liabilities. 
But, it should be noted that certain determinants of the multiplier come 
directly under the control of the Central Bank while the others are 
~elatively independent of Central Bank control. 

12op. cit., Joachim Ahrensdorf and S. Kanesathasan have attempted 
to separate the effects of changes in Central Bank monetary liabilities 
and the effects of changes in the credit multiplier for the countries in 
their survey. They found that in all the countries in their survey, the 
average percentage change in money due to a change in the multiplier was 
smaller than the change in that which resulted from variations in the 
Central Bank Monetary Liabilities. However, in most countries, this 
~elation was not true for all the years in their analysis. Similar 
test for West Malaysia can be found in Part II of this exercise. 
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2.3.1 Policy and Behaviour Variables 

On the basis of what has been discussed, it is apparent that 
changes in money supply may be determined by policy variables - those 
that are the result of direct action of the monetary authorities and 
behavioural variables - those that are not under the control of the 
Central Bank, which include the behaviour of the commercial banks and 
that of the non-bank private sector. Hence, changes in Central Bank 
monetary liabilities required reserve and liquidity ratios and the 
'government deposit ratio' are regarded as policy variables whereas 
changes in the excess reserve ratio, the currency ratio and the post 
office savings deposit ratio will be regarded as behavioural variables. 
However, these behavioural variables may, to some extent, be influenced 
by policy action. 

2.3.2 Monetary Effects of the Strength of These Variables 

For monetary policy to be effective it must take into account 
the behaviour of the private sector. For it should be noted that if the 
strength of the behavioural variables exceed that of the policy variables, 
not only will there be offsetting effects but changes in money supply 
may not move in the desired direction. For example, behavioural 
Vari3.bles can have an expansionary effect whereas the policy variables, 
a contrectionary effect. However, the variables may also move in the 
same direction in which case the effects are reinforced. 

From this it is implied that money supply may not be directly 
controlled. It may only be influenced by the monetary authorities. 
Hence, with the strength of the behavioural variables evaluated the 
monetary authorities may use it as a basis of policy formulation either 
by reinforcing or offsetting the effects of the behavioural variables 
to produce the desired effect on money supply. 
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CHAPTER III 

STATISTICAL ANALYSIS OF THE CREDIT MULTIPLIER 

The intention of this section is to attempt a statistical 
examination of the concept discussed in Part I. This is to evaluate 
the significance of the credit multiplier in the Malaysian monetary 
system and to trace the reasons for changes in the credit multiplier. 

3.1 The Determinants of the Credit Multiplier 

Before computing the Credit Multiplier it is appropriate to 
examine the behaviour of the variables that determine the multiplier. 
This will give a clrarer indication of the significance of the various 
Variables and hence provide some empirical evidence of the factors that 
lead to changes in money supply. 

3.1.1 The Currency Ratio 

The currency ratio cannot be determined by policy action. 
However, by affecting the other determinants of the money supply, the 
monetary authorities may offset any destabilising effects that may 
result due to changes in the currency ratio. This then implies the 
significance and importance of the currency ratio in the analysis, 
since it may be used as a basis for policy formulation. A detailed 
examination of the currency ratio for Malaysia may be made by an 
analysis of its level, trend, rate of change and variability in an 
attempt to access its importance in affecting money supply. As noted 
in Part I there are a large number of possible factors that cause 
changes in the currency ratio. An attempt will also be made to test 
Whether these factors can be used to explain changes in the currency 
ratio in Malaysia wherever statistical data permits. However, it should 
be noted that changes in the currency ratio does not lead to a 
Proportional change in the multiplier. The change in the currency ratio 
Would have no effect on money supply if the other determinants of the 
multiplier moved in the opposite direction. Hence the effect of the 
currency ratio depends on its relative change in contrast to the other 
Variables that determine the multiplier. 

The currency ratio that is referred to in the analytical frame
Work outlined in Part I is a function of money supply defined in the 
broader sense (that is, MS

3
). The currency ratio, therefore, can be 

expressed as: 
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If the narrow definition of money supply is used the currency ratio 
may then be expressed as: 

It was previously argued that the former was a better defini
tion, however, it should be noted that each definition may be used to 
reveal different conclusions. The ratio used then, should depend on 
the specific purpose it is meant to serve. When the ratio is to be 
used to show the preference of the public for currency in relation to 
the deposits then the appropriate currency ratio would be that which 
takes into account other deposits in the term money supply. This is 
especially the case in developing countries where demand deposits are 
not so significant. Hence, in terms of the effect of changes in the 
currency ratio on the credit multiplier, the amount of currency that 
goes into time and saving deposits is as important as that which goes 
into demand deposits. From a policy point of view, this would give a 
clearer indication of the demand for money. However, c2 would be more 
appropriate to show the increase in the use of cheques. 

For the purpose of this study the first definition will be 
Used. But in order to study the behaviour of the ratio,both ratios 
Will be observed and compared. The period chosen for the study is 1959-
1968. Most of the data used are end of the year data. This means that 
seasonal variations in the demand for currency is not taken into account. 
It should be noted that Malaysia was formed in September, 1963 and that 
the banking laws that applied to West Malaysia did not apply to East 
Malaysia until 1965. Therefore, in computing the currency ratio for the 
Calculation of the multiplier West Malaysia's figures will be used. 
However, for the purpose of tracing the behaviour of the currency ratio, 
such a relatively short period would not provide the basis for any 
definite conclusions. After 1963, currency data for West Malaysia only 
is not available, hence date for the whole of Malaysia will be used over 
the period 1959 - 1968 to analyse the behaviour of the ratio. The . 
currency ratio for Malaysia may be seen in Table 2. 

An examination of the year to year variation indicate that 
cJ is a smooth series in that it has declined consistently. c2 has 
arso declined steadily except for the year 1963 when it increased. 
In order to test the variability of the trend of the ratio the 
'efficiency test' can be used. The results of the efficiency test 

1This method was used by Daniel J. Khazzoom op.cit. He noted 
that this was a better test of variability rather than the coefficient 
of variation that was used by J. Ahrensdorf and S. Kanesathasan on the 
grounds that it did not show whether a series was smooth or erratic. 
The coefficient of variation shows the degree of dispersion. However, 
a series may be dispersed but not variable in the sense of being erratic. 
This case exists in the currency ratio for Malaysia. The "efficiency 
testM indicates a smooth series but the coefficient of variation is 16%. 
As a measure of dispersion, the coefficient of variation would give the 
co.•rect measure but as a measure of variability it is wrong since the 
series is far from being erratic. 
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TABLE 2 

ALTERNATIVE CURRENCY RATIOS FOR MALAYSIA 
1959-1958 

~~==================r=======================-=======================~ 

End of c1 = _Q_ c2 = _f_ 
Period MS

3 
MS1 -

1959 0.4123 0.5972 

1960 0.3790 0.58.56 

1961 0.3615 0.5796 

1962 0.3548 0.57-50 

1963 0.3416 0.5909 

1964 0.3357 0.5667 

1965 0.3238 0.5648 

1966 0.3118 0.5551 
1967 0.2563 0.5132 

1968 0.2368 o.4812 

-
Source: Computed from Appendix B12. 

for c1 was -&9~82%. This measure relates the net change in the 
level of the currency ratio to the total path travelled during the 
Period considered. The value may range between - 100% to 100%. The 
more the currency ratio moves in the same direction the closer will be 
the result to 100%. It is not necessary for the series to move in a 
straight line for the index to be 100%. However, it is necessary that 
the consecutive movement moves in the same direction since the series 
is based on magnitude of change in the ratio. From the efficiency test 
for series c

1 
and c

2 
it is found that the series c1 , which incorporates 

saving and t~me deposits has a smaller variability than c which has an 
'efficiency' index of -78.9Y~· Since it has been argued €hat series c 
Would be a better indication of the demand for currency in Malaysia, t~e 
conclusion drawn from the above analysis is that c 1 would cause smaller 
Variations in the credit multiplier .thnn that v/oula have been the ca.se if 
the series c2 was used. 

The average rate of change of c
1 

was also found to be greater 
than that of c2• The average rate of c1 was 5.85 as compared to 2.34 
for c2• This confirms D.J. Khazzoom's point that in developing countries 
the fall in the currency ratio is less ~ reflection of the convenience 
of using cheques as a means of payment. The fall in the currency ratio 
is greater when time and saving deposits are taken into account indicat-

2 
Op. cit. , p. 79. 
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ing that demand deposit are not so important as the time and saving 
deposits at the commercial banks and saving deposits at the Post Office 
Savings Bank combined. The behaviour of both the currency ratios are 
illustrated in Chart 1. 

. In Malaysia, it can be said that the endogenous factors out-
11ned in Chapter II play a more significant role in affecting the 
currency ratio. Firstly, the number of banking offices in the country 
have almost trebled over the period 1959 - 1968. (See Appendix Bl.) 
This increase has taken both in the form of foreign as well as domestic 
banks. It is likely that domestic banks will cater more for the lower 
and middle income groups more than foreign banks which were originally 
established to finance trade and commerce. 

"For the period 1965 - 1967 the annual rate of growth of deposits 
held by domestic banks was 21%. As a result of the higher rate of growth 
of deposits held with domestic banks than that of deposits held with 
foreign banks, deposits held with domestic banks as a proportion of total 
deposits increased from 33% to 34.6% in 1968. By comparison, deposits 
held with domestic banks were only 27.1% of total deposits at the end of 
~964. The success of domestic banks in attracting a large proportionate 
l.ncrease in deposits was to some extent due to their establishing more 
branches than the other banks during the past few years."5 

The ability of the banks to attract deposits does not only depend 
on the kind of ownership of the banks but also on the type of finance the 
commercial banks deal with. A study made of the classification of loans 
and advances by commercial banks of Malaysia indicate that the main 
Purposes for which the loans are borrowed are for general commerce, 
~anufacturing and professional and private individuals (See Appendix 
9). These borrowers are likely to have bank accounts and therefore the 

currency leakage is likely to be less significant. With increases in 
~ommercial bank finance to the agricultural sector the currency leakage 
1~ likely to be affected by seasonal influence and perhaps become more 
Sl.gnificant. 

b . By observing the table in Appendix BlO it can be seen that new 
ank1ng offices were established in both areas where many banks had 

already been established and in areas where few banks existed. In both 
cases it increases the availability of banking facilities to the public I 
and provides an outlet for holding money in forms other than cash and 
can be said to be one of the most important factors affecting the 
currency ratio. 

However, the rate of interest paid on fixed (time) and saving deposits 
~t the commercial banks affect the banks' ability to attract deposits • 
. rom the table in Appendix Bll it can be seen that since November 1964 
lncreases have been made of the interest rate paid for both fixed and 
saving deposits. The effect of this is a large increase in the growth 

~. 
3Bank Negara Malaysia, Annual Report and Statement of Accounts, 
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~ates of the deposits. This contributes to some extent, the increase 
ln the rate of decline of the currency ratio as can be seen in Table 
3. This is because the cost of holding currency has now increased. 

TABLE 3 

ANNUAL RATE OF CHANGE OF CURRENCY RATIO c1 
1959 - 1968 

End of Period 

1959 . • . . . • 
1%0 . . . . . 
1961 . . . . . 
1962 . . . 
1963 . 
1964 • • 
1965 . 
1966 . . . 
1967 . . . . 
1968 • . . 

Computed from Table 2. 

. . . . 

. . . 

. 0 . . 
. . . 

. . . . 

. . . . 

. . . . . . 

. . . 

. 

. 

. 

. 

. 

. 

. 

Annual Rate of Change 
of Currency Ratio c1 

. . - 8.08 

• . - 4.67 

• . - 1.85 
. . - 3.7~ 

. . - 1.73 

. • - 3.54 

. • - 3.71 

. . -17.8o 
- 7.61 

The general fall in the interest paid on fixed deposit was 
a~companied by a fall in the rate of decline of the currency ratio. 
Slmilarly the subsequent increases made in the interest paid on both 
saving and .time deposits at the end of 1964 and 1967 were also 
accompanied by a high rate of decline in the currency ratio. 

Hence, we see that the growth of commercial banking facilities, 
~he ownership and location of the banks, its role in finance and finally, 
7ts attractiveness in terms of interest receieved from the deposits are 
lmportant factors affecting the currency ratio. 

Having attempted to establish a relationship between the 
endogenous factors and the currency ratio in Malaysia,it should be 
noted that factors outside the banking system - exogenous variables also 
affect the ratio. It has been argued that, the endogenous factors tend 
to depress the ratio. However, certain exogenous factors exist tl1at 
Offset the decline of the ratio while there are others that reinforce the 
effect. 

The view that there is an inverse relation between the currency 
~atio and income per capita may be tested empirically by a simple 
co~~elation coefficient test. This test assumes that banking facilities 
~e ~eadily available. The coefficient of correlation of income per 
capita and the currency ratio c

1 
showsa high inverse correlation of 
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- 0.895 for Malaysia. A one year lag reveals an even higher inverse 
~orrelation of - 0.933. As income increases, a greater part of the 
lncome may now be saved in the form of time, saving and demand deposits. 

It is generally agreed that one of the best gauges of economic 
development is the income per capita. However, one of the most apparent 
characteristics of developing countries is the existence of the inequality 
of distribution of income. An increase in income therefor, as measured by 
~n in~rease in the income per capita,would not give a true indication of 
.he Sltuation that really exists. The effect of great inequality in 
7ncome distribution,is to further depress the rati~. This is the case 
~n Malaysia. A study of the income tax s~atist~cs wi~l show that a 
t~ger percentage of income goes to the h1gher 1ncome bracket over 
lme. The higher income group usually has a lower propensity to consume 

and due to the fact that they live in towns, they are able to take 
advan~age of banking facilities. This will cause increases in 
depos1ts and hence depress the currency ratio further. 

d Another possible factor that induces the currency ratio to 
Beeline in Malaysia is the tendency for the level of prices to rise. 

etween 1959 and 1968 the price level for West5Malaysia rose by 8.2%. 
shown by the retail price index (See Table 4). 

TABLE 4 

RETAIL PRICE INDEX 1959 - 1968 

Retail Price Total Weighted Index 
Index Period (Base 1959 = 100) 

Average 1959 . . . . • . • 100.00 
It 1960 • . . . . . t ~-~ 
fl 1961 . . . •P . . . . . • 99.60 

" 1962 . . . . . . . . . . . . . 99.70 
II 1963 102.8o . . . • . . . . . . . . . 
" 1964 102.40 . . 
" 1965 102.30 . . • . . . . • 

" 1966 103.70 . . . 
" 1967 . • . . . . . 108.00 
II 1968 108.20 . . . . . . . . . . • 

Source: Monthly Statistical Bulletin of West Malaysia. 

4Annual Report of the Income Tax Department. 

5The Retail Price Index for the whole of Malaysia is not 
available. 
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A correlation test confirms the significant relationship 
t~at exists between the currency ratio c

1 
and the price level. The 

s~mple correlation coefficient- 0.9419 1ndicate~strong inverse 
relationship. It was noted in Chapter II that price increases could 
have two possible effects on the currency ratio. The above result 
sub~tantiates the hypothesis that price rises decrease the currency 
ratlo rather than increase it. This is because there is a tendency for 
Price increases in Malaysia to increase the income of the higher income 
group which leads to greater inequality of income distribution. This 
~ads to_a reduction in the money balance of the low€r income grou~ that 
. ldsthe~r money in the form of currency. On the other hand, the ~ncrease 
ln income of the higher income group further exerts a downward pressure 
on the currency ratio since the increase is likely to take the form of 
deposits rather than cash. 

t So far we have dealt with exogenous factors that are likely 
to exert a downward pressure on the currency ratio. However, in Malaysia 
here are certain factors that reduce the rate of decline of the currency 

ratio. As a result of economic development it is likely that as the 
monet~d sector increases,it will exert a downward pressure on the 
~urrency ratio since it is expected that people who move from barter to 
the use of money will have a tendency to use notes and coins rather 
than cheques. As economic development is intensified in the rural areas, 
he demand for goods and services that are only obtainable through the 

~ar~et will increase. . Afun result, the demand for money will increase. 
S"tly, it can be noted that custo.ns and habits also affect the currency 

ratio. Different methods of saving and hoarding which exist in the 
~ays~an economy restrict the growth of deposits t~ a certain extent. 
lso, ~t can be said that payment may often be made 1n cash rather than 

cheques in an attempt to evade taxation. Such customs and habits will 
~educe the rate of decline of the currency ratio. However, due to 
lnsufficient data this may not be tested empirically. 

From the above account certain distinct features of the 
currency ratio may be noted: 

(a) That there is a tendency for both the ratio c
1 

and c
2 to decline. 

(b) That the average rate of decline of c
1 

was more 
pronounced than c2 indicating that deposit increases 
take the form of saving and time. deposits rather than 
demand deposits. 

(c) That the decline of c
1 

is more smooth (or less 
variable) than c2 • This implies that the effect of c

1 on the multiplier is more stable. 

(d) That the effect of the decline in the currency 
ratio implies an increase in the credit multiplier 
(assuming the other determinants are constant). This 
means that the ability of the Central Bank to create 
monetary liabilities (or high-powered money) without 
a large credit expansion taking place is being reduced. 
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(e) The above analysis indicates that the endogenous 
factors are significant in influencing the behaviour of 
the currency ratio. However, although certain exogenous 
factors reinforce the effect the endogenous factors have 
on the currency ratio, there exist other exogenous factors 
that offset the decline of the ratio. 

. However, the most important conclusion from the above analysis 
ls that, since it is c rather than c

2 
that is important in determining 

the.multiplier effect ~esulting from variations in the ratio, the smaller 
varlations in c indicate that the effects are not likely to be serious. 
However, tr.is l~gely depends on the fact that ig Malaysia the required 
reserves have been uniform for all the deposits. It should be noted 
that any differences made in the required reserves for the different 
~eposits may cause the multiplier effect of changes in c1 to be greater 
han that of the more variable c2 • If, for example lower reserves were 

required for time and saving deposits,as compared to that required for 
dem~nd deposits at the commercial banks, then a fall in the currency 
rat1o due to increased savings and time deposits will mean a greater 
~aunt of excess reserves would be.available th~ i: th~ de~osit increase 
ad taken the form of demand depos~ts. ~he pol~cy 1mpl~cat1on of this 

conclusion is important and will be discussed in Part III. 

Of: 

The Reserve Ratio 

The total reserve ratio in Malaysia consists of a combination 

(a) the statutory reserve requirement that has varied from 
31~ to 4% over the period under review. This consists of 
cash reserves held with the Central Bank; 

(b) the liquidity ratio which has varied between 20% -
25% over the period under review. However, modifications 
to the composition of the assets allowed in the require
ment have been made without changes in the actual ratio. 
Liquid assets that are permitted to be included in the 
ratio for the different periods are listed in Appendix D; 

(c) the excess reserves consist of that which the bank 
has in excess of what is required by law, This refers 
to reserves that are in excess of the statutory reserve 
and the liquidity reserve. 

For an analysis of the effects ~f changes in required reserves 
~n the total reserve ratio it is useful to divide the total ratio into 
lts sub-components. 

6 
After October 1968, the m1n1mum reserve (liquidity) requirements 

Were no longer uniform for all the deposito. See the following section. 
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rt = rs + rl + re 
Where rs = statutory reserve ratio, 

rl = required liquidity ratio, 

re = excess reserve ratio, 

rt = total reserves. 

The total reserves held by the bank depends on the behaviour 
of the commercial banks which is influenced by: 

(a) that what is required by the banking laws to keep. 
This sets the minimum amount that the banks must hold; 

(b) the ability of the commercial banks to acquire the 
reserves; 

(c) the credit policy of the commercial banks. 

In Malaysia, the required reserve ratio has an insignificant 
role in limiting credit creation. Changes made in both the reserve 
and the liquidity ratio has no effect on limiting the lending ability 
of the commercial banks. This is because of the tendency of banks to 
hold large amounts of excess reserves. This means that there is a 
Zero marginal rate of lending and investing with respect to reserve 
changes. Under such circumstances, the supply of credit is likely to 
respond more to outside forces - particularly the demand for credit 
by eligible borrowers. The policy implication of ch~~ges in reserve 
~equirements is thus clear. Commercial banks ignore reserve changes 
~n either direction and supplies credit in accordance with demand. 
ence,the reserve requirement as an instrument for limiting credit 

creation is not made use of in Malaysia. 

t When the Central Bank of Malaysia was established in 1959, 
Bhe Central Bank Ordinance contained provisions empowering the Central 
ta~ to require commercial banks to maintain with it, a proportion of 
he~r total deposit liabilities as statutory reserves. This statutory 

~eserve ratio has been varied twice for the period 1959 - 1968. On 

1
°th occPsions the change was minor and of little monetary significance. 

tn the year the Central Barut was established the commercial banks agreed 
0 maintain a statutory reserve of 4% of their deposit liabilities. The 

~easure was not used as a means of limiting credit creation but to 
~ncrease the reserves available to the Central Bank. This was to increase 
~~s ability to act as lender of last re~ort to the banking system,since 

e Central Bank had not at that time,powers to issue currency. In 
~~~ly 1965, the statutory reserve ratio was reduced to 3.5%. During 
f~s time the authority of the Central Bank was extended to all parts 

0 Malaysia. Again,this was not done with the purpose of encouraging 
~~edit creation but with the aim of assisti~ the commercial banks in 
the whole of Malaysia to comply with the statutory requirement. Since 

en there has been no changes in the statutory reserve requirement. 
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The liquidity ratio, on the other hand was first introduced in 
October 1959 to control the credit crention of the commercial 
banks since some commercial banks operated with very low reserves although 
certain commercial banks maintained very high reserves. When the ratio 
was first introduced,all commercial banks in West Malaysia agreed to 
maintain a minimum of 20% of their deposit liabilities in liquid assets. 
In January 1962,the liquidity ratio was raised to 25%,so as to check 
increased rates of advances relative to bank deposits . In addition to 
the items included in the prior liquidity ratio, longer term government 
securities with maturities of more than three months were permitted in 
the computation of the liquidity ratio up to a maximum of 5 }6 of the 
total deposit liabilities . This change was an effort by the Central 
Bank to encourage commercial banks to hold a greater amount of government 
securities in their portfolio. It should be noted that as a result 0f 
this change, the liquidity ratio of the banking system as a whole was; 
40% in 1962 . However , if government securities with maturities longer 
than three months were excluded, then,the average liquidity ratio would 
have been 36%. It should be noted that at this time certain foreign 
liquid assets were included in the computation of the liquidity ratio. 

Malaysia was formed in the year 1963; however the statutory 
and liquidity requirements did not supply to the Singapore, Sabah and 
Sarawak until February l965,when the ratio was reduced to 20%. This 
was done to minimise difficulties of compliance by commercial banks 
which were required to maintain such a ratio for the first time. The 
basis for computing the ratio was also changed in this year. Only 
Malaysian? liquid assets were permitted in the computation of the 
liquidity ratio. This new minimum ratio of 20% comprised of local 
liquid assets and Government securities with maturities longer than 
three months, subject to the former being not less than 10% of deposit 
liabilities. In June the same year,the composition of the 20% ratio 
was further modified to include housing loans to individuals and approved 
housing institutione but this was subject to a maximum of 10% of saving 
deposits . The commercial banks in Malaysia as a whole were given up to 
September 30th , 1965 to comply to this new requirement. Between this 
period and when the new ratio was introduced the banks could observe either 
the new 20% ratio or the former 25% ratio. It should be noted that banks 
in Singapore also observed this requirement and that for banks operating 
in both countries the computation of the requirement was based on their 
overall position . As a result of this new requirement there was a marked 
change in.the asset structure of the commercial banks. The commercial 
banks' holding of local liquid assets especially that of Treasury Bills 
increased and net foreign assets of the bar~s decreased. This can be 
illustrated by the fact that investments in Malaysian securities 
including Treasury Bills rose by 70% from $182m at the end of 1965· to 
$310m at the end of 1966 . 

Since February l965,there has been no change in the basic 
liquidity ratio of 20%, however, the composition of eligible assets for 
the inclusion in the requirement has been further changed. With effect 
from July 1965 , only Malaysian assets were allowed. (Malaysia now 

7Malaysia at this time included Singapore. 
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excludes Singapore). Hence, the position of banks in Malaysia only,were 
considered. It was also required, that among the eligible assets to be 
included in the ratio, cash in hand and with the Central Bank, net 
balances with other banks in Malaysia and Malaysian Treasury Bills should 
constitute at least 10% of the deposit liabilities. 

The liquidity requirement was further modified in November 
1968,when saving deposit liabilities were exempted from complying with 
the 20% liquidity ratio. However, the commercial banks were required to 
invest up to a minimum of 50% of their saving deposit liabilities in 
longer term securities and housing loans to individuals and approved 
housing institutions. This change was an effort to channel more funds 
from saving deposit liabilities into investments in government securities 
and housing loans. This was because the monetary authorities felt that 
saving deposits at the commercial banks were relatively stable and there
fore,could be used for longer term investments. 

The reaction of the commercial banks to changes in the reserve 
requirement may be observed in Table 5. From 1959 - 1968 the required 
reserve ratio varied between 23.5% to 29%. The table shows that when 
the required reserve was increased in 1962,it was accompanied by a fall 
in the excess reserve ratio. Since then, the ratio has remained 
relatively stable. As one might expect, the immediate effect of a fall 
in the required reserve ratio,is an increase in the excess reserve ratio. 
This may then induce banks to increase their lending and investing 
activities,since they are now operating with a larger excess reserve than 
is necessary to maintain. As total deposits increase then, the total 
reserve ratio is likely to fall, accompanied by a corresponding fall in 
the excess reserve ratio. However, due to the fact that the reserve 
requirements were only established in 1959 and that, data for the year 
1965- 1966 are not available,a more refined analysis is not possible. 

We can howeve~ conclude from Table 5, that the fall in the 
total reserve ratio is a result of a fall in the excess reserve ratio 
rather than a result of a fall in the required reserve ratio. Chart 2 
portrays the total reserve ratio and its two components. However, the 
level of the excess .reserve ratio will also depend on the relative 
distribution between demand deposits, time and saving deposits at the 
commercial banks. A rise in the ratio of time · and saving deposits to 
demand deposits will tend to lower the excess reserve ratio since it is 
likely that lower excess reserves are necessary for time and saving 
deposits,because they are not so frequently drawn upon as in the case 
of demand deposits. Thus the high rate of growth of time and saving 
deposits at the. commercial banks,has probably also led to a reduction 
in the excess reserve ratio. Another reason that may be given to 
account for the decline of excess reserves is that,commercial banks 
now have greater reliance on the Central Bank as lender of the last 
resort. 

3.1.3. The 'Post Office Saving Deposit Ratio' 

This ratio is determined by the non-bank public and it has 
the same effect on money supply as the currency ratio. Given total 
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TABLE 5 

TOTAL, REQUIRED AND EXCESS RESERVES RATIO 
FOR COMMERCIAL BANKS, 1959 - 1968 

(PER CENT) 

~~~~===========-=================-=================~================== 

I Tote~ Required Excess 
Year Reserve Reserve Reserve 

Ratio Ratio Ratio -
1959 51.95 24.0 27.95 

1960 48.37 24.0 24.37 

1961 41.86 24.0 17.86 

1962 43.61 29.0 14.61 

1963 42.17 29.0 13.17 

1964 42.10 29.0 13.10 

1965 23.9 

1966 23.5 

1967 38.70 23.5 15.20 

1968 42.70 24.9 17.8o 

-
Source: Computed from data from Bank Negara Annual Re,Eorts and Monthl;y 

Statistical Bulletin for the states of Malaya. 

Note: The total reserve ratios are based on monthly averages for the 
period 1959 - 1964. For the year 1967, data is based on a monthly 
average after July and 1968 is based on average of quarterly data. 
The required reserve ratio is based on a monthly average of the 
required ratio during the year. The required ratio includes the 
statutory reserve requirement as well as the liquidity requirement. 

money supply, the public will determine the ratio of deposits at the 
Post Office Savings Bank to total money supply. The behaviour of the 
ratio of post office saving deposits to total money supply may be 
observed in Table 6 and Chart 3. 

It can be seen from Table 6 that the ratio is declining. 
The reason for this was probably due to the fact that commercial 
banking facilities are growing at a faster rate than the post office 
savings banking facilities. As a result of this, depositsat the commer
Cial banks have grown at a faster rate than that of saving deposits 
at the Post Office Savings Banks. 

Another reason for the relatively slower rate of growth of Post 
Office Snvings Bunks' deposit ip,that such banks are usually found in 
smaller towns and cater for lower income groups. Because of this, the 
average balance per account was small. By 1968 "in West Malaysia,deposit 
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TABLE 6 

'POST OFFICE SAVING DEPOSIT .:{ATIO' FOR WEST MALAYSIA 

End of 
Period 

1959 •• 

1960 • 

1961 • 

1962 . 

1963 • 

1964 • 

1965 • 

1966 • 

1967 

1968 • 

Post Office Saving 
Deposit Ratio (%) 

. . . . . . . . . 

. . . 
. . . 

. . . . . . . 
. . . . . . . . . . 

. . . . . . . . . . . . . . . 

9.51 

9.62 

9.31 

9.17 

8.53 

8.05 

7.31 

7.05 

7.37 

6.89 

Computed from Appendix Bl3. 

Note: The figures for the years 1965 - 1968 arc for the whole 
of Malaysia. 

balances including interest,increased by 7% to $233 million,while the 
number of depositors rose by 8.9% to 1,461,600. The average8balance 
Per account was ~n59, a decline of 1.9% compared with 1967". The 
smQll size of tho nveruge accounts indicates the r enson for tho slower 
rc\tc of gr onth of Post Office Savings dcposi ts . 

3.1.4 The 'Government Deposit Ratio' 

The 'government deposit ratio' depends on the government 
authorities' decision to deposit balances at the commercial banks. 
With the establishment of the Central Bank, deposits of the Central 
Government at the commercial banks has reduced in importance. However, 
for Malaysia as a whole, for the period 1959 - 1968 the average annual 
change of Government deposits at the commercial banks was only 5.1% 
as compared to the average annual change of total deposits that was 
12.9%. The major part of the Government deposits at the comnercial 
banks are those of the State rather than the Central Government. 
However, in view of the relatively low rate of growth of these 
deposits, the ratio of Government deposits to money supply has tended 
to decline. This can be observed from Table 7 and Chart 3. 

8Bank Negara Malaysia, Annual Report and Statement of 
~counts, 1968. 
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TABLE 7 

'THE GOVERNMENT DEPOSIT 

End of 
Period 

1959 . 0 

1960 . . . . 
1961 • . . . . 
1962 • 

1963 
1964 0 

1965 • . . . . 
1966 . . . . • 
1967 . 
1968 . . . . . . . . 
Computed from Appendix Bl2. 

3.2 The Credit Hultiplier 

. . . 

. 

RATIO' 

'Government DeEosit 
Ratio'(%) 

6.20 

6.62 
6.80 

. 5-77 
5.22 

4.79 
5.81 
5.94 
7.18 

?.29 

The credit multiplier may be derived from the ratio of total 
money supply to total liquid assets of the private sector. However, at 
any given point of time, it can be found to be the same as the multiplier 
Which is determined by the currency and reserve ratio,that is given by 
the expression: 

1 
c + r(l-c) 

When the broader concept of money supply (MS
3

) is used then 
the credit multiplier takes the form: 

1 
c + s - g + r (1 - c - s + g) 

Table 8 and Chart 4 shows and compares the trend of both the 
multipliers . 

Due to the fact that the currency ratio and the reserve 
:ratio have a tendency to decline during the period under review, it 
has resulted in a general tendency for the multiplier to increase. 
Based on the broader concept of Money Supply (MS~) the multiplier varied 
between 1.3466 to 1.7636. It is expected that cnanges in the multiplier 
Will be close to changes in the reserve ratio becauce of the fact that the 
average value of the reserve ratio was always greater than the other ratios 
determining the multiplier. Therefore, a given percentage change in the 
reserve ratio is likely to have a greater effect in the multiplier than an equal 
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TABLE 8 

THE CREDIT MULTIPLIER OF WEST MALAYSIA 

=========-=======================T=======================T============ 
IS_ K2 1 

End of 
Period 

1959 

1960 

1961 

1962 

1963 

1964 

*1967 

*1968 

-

Credit Multiplier Credit Multiplier 
Based on the Based on the 

Narrow Concept Broader Concept 
of Money Supply of Money Supply 

MS1 
MS

3 

1.3629 1.3466 

1.4086 1.3915 

1.5752 1.5528 

1.5069 1.4813 

1.5822 1.5523 

1.5842 1.5544 

1.7662 1.7637 

1.6892 1.6941 

Computed from data from table in Appendix Bl2. 

Note: *1967 - 1968 are for the whole of Halaysia. 

Percentage change in the other ratios. 

101.19 

101.22 

101.44 

101.7.2 

101.92 

101.90 

100.15 

99.72 

The difference of the two credit multipliers are due to the 
fact that,the multiplier based on the broader concept of money supply 
includes the leakage of money into Post Office Savings Banks and the 
injection of money into the Government deposits at the commercial banks. 
The inclusion of these deposits however doesnot change the multiplier 
significantly. For the period 1959 to 1961, the'post office saving 
deposit ratio' exceeded the 'Government deposit ratio'. This, therefore, 
resulted in a larger leakage for the multiplier based on formula 2 and 
a smaller leakage for the multiplier that was based on the concept of 
money supply,that does not distinguish between the government and 
Private deposits at the commercial banks. For the years 1967 - 1968 
the 'post office saving deposit ratio 1 and the Government deposit ratio 
Were almost equal. As a result of this, the multipliers were almost 
the same. 

The average credit multiplier for the period was 1.5594 based 
?n formula l (that is, K ) and 1.5421 based on formula 2 (or K2 ). 
llowever, although the muttiplier based on formula 2 was smaller, the 
standard deviation was larger, that is, 0.13996 as compared to 0.13364 
for the multiplier based on formula 1. Therefore, we can say IS_ varied 
roughly from 1.6930 to 1.4258 and that K2 varied roughly from 
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1,6821 to 1.4201. This implies that given the total liquid assets in 
the systemtthe total money supply might have varied without any change 
in the reserves because of changes in the multiplier. 

3.3 The Effects o9 Changes in the Credit Multiplier and that of High
Powered Money Distinguished 

It has been noted that in the previous section, the credit 
m~ltiplier in Malaysia is not stable in the short run and caused changes 
in money supply without changes in high-powered money. A separation of 
the effects of these two variables would indicate their significance. 

Using i~ · same method and notations as that used by J. Ahrensdorfand 
s. Kanesathasan, the following results are as shown in Table 9 for 
the two credit multiplier formulas. (For the method used see Appendix A2,) 

tha.t is, 

Where 

Where 

and 

and 

Where 

and 

The total change in money supply is separated into: 

(l) the change due to the change in high-powered mone~ L (~M't) 

(2) the change arising from the multiplier, K · (~M''t) 

.6Mt .~~M't~.,~M'\ 

Lt\ M ' !':! ' 1\ L K "'"" t -- u t t-l 

~Lt is the change in the high-powered money 

Kt-l is the credit multiplier for the previous period. 

6M"t :; Lt /~' Kt 

JL,t ie the high-powered money of the period, 

~Kt' the chang~ in the multiplier. 

The~ L~ M' t and ( ,M'' are expressed aa pe:ro~ntages of money of the previous period 
Mt..:1 in order t5 show the effect of changes in L and K on the percentage 
change in money. Baaed on both formula it can be seen that the average 
L-effect exceeded the ~~ffect in both cases- The reeulte of the individual 
Years for the period 1959 - 1964 are given in Table 9. 

Although it was noted that the average L effect in both cases 
exceeded the average K-effect, thie did not hold true for all years. 
It is interesting to note that the excess of the average L-effect over 
that of the average K-effect wae smaller for formula 1 as compared to 
formula 2. 

9High-powered money refers to Central Bank monetary liabilities. 
10

0p. cit., 
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TABLE 9 

PERCENTAGE CHANGES IN MONEY ATTRIBUTABLE TO CHANGES 
IN HIGH-POWERED MONEY AND TO CHANGES IN THE 

CREDI'.r MULTIPLIER 1959 - 1964 

-----.. ----==========================================--------========--=----
Based on Formula 1 Based on Formula 2 

End of 
''· M' CI M" l· M' :· M" Period - t ~ t _, t ._. t 

. Mt-1 Mt-1 Mt-1 Mt-1 
-

1959 - - - -
1960 5.407 3.537 5.160 3.507 

1961 - 5.146 11.219 - 5.418 10.963 

1962 9 .. 528 - 4.749 .10.843 - 5.104 

1963 3.317 5.163 3.419 4.957 

1964 8.888 0.138 8.823 0.147 -
Average 6 •. 646 4.960 6.732 4.935 

---~ 

Computed from data in Appendix B12. 

The conclusion derived from this analysis shows that,the 
monetary effects of changes in the multiplier will be less significant 
'·l1 8:t1. changes in high-powered money are relatively large, and more 
important when changes in high-powered money are comparatively small. 
This can be seen for the years 1961 and 1963 when the K-effect 
exceeded the L-effect. In 196l,there was a fall in high-powered 
money and it was compensated by a large K-effect. Similarly, in 
1963 the relatively small increase in L was followed by a more signi
ficant K-effect. 

?.4 C~ntribution of Changes in the Determinants to Changes in 
~oney Supply Analysed 

Based on the first formula (see Table lO),that for the period 
1959 - 1964, high-powered money contributed 58.18% of the increase in 
money supply, the currency ratio 13.67%, while the reserve ratio 
contributed 24.43%. As noted in the previous section, the effect of 
a change in high-powered money on total money supply overshadowed the 
effects of all the other determinants. 

However, the year to year analysis of the contributions of 
changes in these determinants on changes in money supply showed sharp 
fluctuations. This was especially true for the effect of changes in 
high-powered money and the reserve ratio. However, the contribution 
of changes in the currency ratio tended to be relatively more stable, 
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although its contribution to changes in money supply annually has 
declined in significance. An interesting point to note is the close 
relationship that exists between the contribution of high-powered 
money and the reserve ratio. The fall in high-powered money in 
l96l,led to it having a contractionary effect on-money supply. 
However, this was offset by a large fall in the reserve ratio which 
hence,had a tremendous effect on its contribution (147.02%) to the 
change in money supply. However, it should be noted that for the 
Year 1961, the contribution of the currency ratio was also the highest 
for the period under review. This means that when high-powered money 
fell, both the public and the commercial banks reduced their holding 
Of money in the form of high-powered money, thus reducing the leakage 
and increasing the multiplier effect on money supply. (As can be 
seen in Table 9,the K-effect exceeded the L-effect in 1961.) However, 

TABLE 10 

CONTRIBUTIONS OF DETERMINANTS 
SUPPLY 1959 - 1968 (DECEMBER) 

TO CH.4.NGES IN MONEY 
BASED ON FORMULA 1 

::::--
--~================================================================== 

Period Percentage Change Due to Change in 

L c r -
1959-60 64.33 21.80 15.35 

1960-61 - 89.69 32.42 147.02 

1961-62 195.41 ' 8.29 - 98.11 

1962-63 37.28 14.36 43.93 

1963-6'+ 98.56 2.31 - 0.82 

1959-61 1.91 25.46 64.53 

1959-62 48.86 21.06 99.45 

1959-63 45.41 17.46 31.13 

1959-64 58.18 13.67 24.43 

1967-68 131.63 19.41 - 46.53 

1959-67 64.86 

l 
16.14 12.82 

1959-68 75.70 15.53 5-79 

-
Computed from data from Appendix Bl2. 

When there were large increases in high-powered money, as can be seen 
by its high contribution to the changes in money supply, the reserve 
ratio had a contractionary effect on money supply. This can be seen 
to exist for the years 1962 and 1964 when high-powered money increased. 
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'Ti1is increase resulted in an increase in commercial bank reserves, 
J.hu:-_; increaaing the reserve ratio which meant increasing the leakage 
-:>.n-1 l1snce reducing the multiplier effect . (Again, the insignificant K-
8ffect money supply may be seen in Tar:e 9 ) . However , it should 
alsG be noted that,for 1962 and l964,the effect of the fall in the 
C;t:rrency ratio on money supply was less significant as compared with 
t"'-'} othe1· years in the period. This implies that, the increase in 
high-powered money also reduced the rate of decline of the currency 
rc..i:;:i_o"' -~in::e there was now more currency in circulation. Hence , this 
l"ssened the decline of the currency ratio and hence,its contribution 
·co chc;-r.Ges in money supply . For the period 1967 - 1968 high- powered 
m~nsy tn rea&ed to a significant extent and hence,its contribution to 
~hange;_, in money supply again. This was again accompanied by an increase 
l::-J_ -:-lv= r-~~::er-.re ::--atio1 which thus resulted in a negative contribution to 
J:hc ch"nce :i_n monry supply. However, in this year the change in high
powered money did not affect the currency ratio,since its contribution 
f' -
-01~ th'lt yec.-_~ Y:c.s 19 .41°~, 

TABLE ll 

~.:oNTRIBUTIONS OF DETERMINANTS 
SUPPLY 1959 - 1968 (DECEMBER) 

TO CHANGES IN MONEY 
BASED ON FORMULA 2 

~=~~~~=====r=========================================================== 
Percentage Change Due to Change in 

Pe-r·iod 

-------· 
J 959- 60 

lS'Sl--62 

196?--()_3 

~95~-62 

}959- 6) 

l;59-~6L: 

l?C'?-68 
1959-67 

J.?59--68 
_______ ...;! .... - -

L 

63 . 23 

- 98.05 

J ?Oo25 

37.87 

101.05 

L~8 . Cl 

60.70 

129. 8L:-

61.67 

72.84 

T 
I 

-

c r 

20 . 68 15 . 23 

31.68 153.'?1 

8 . 33 - 82 . 23 

13.13 41 .02 

2 . 08 - 0 . 78 

24.38 65 . 21 

19.22 27 .13 

16.68 29 . 68 

13.04 22o42 

17.47 - 48 . 39 

15.28 12 . 77 

14 . 72 5.77 

Ccmputed from data in Appendix Bl2. 
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- 0. 84 3.17 

3 . 88 2 . 25 

2 . 38 - 17 . 37 

6 . 16 - 5 . 26 

4 . 98 - 4 . 43 

0.91 2 . 76 

1.12 - 2 . 69 

3.10 - 2.25 

2 . 57 - 2 . 46 

3.64 0 . 84 

1.94 0 . 88 

1.99 0 . 82 

Univ
ers

iti 
Mala

ya



1959-60 

CHART 6 

CONTRIBUTION OF DF:TE IJJANTS TO CHANGr.s 
IN Wrmf SUPPLY BASED on F'OJI.ruLA 2 

1960-61 

- the contribution of a change in 
the Po at; Office Se.vings Deposit 

- the contribution of a chango in 
the reo rve ratio 

- tho contribution of a chang in 
the cur ncy ratio 

- the contribution of a ohange in 
the gov ~ent deposit ratio 

- the contribution of chang in 
high-po d money 

ratio 

Univ
ers

iti 
Mala

ya



However, we can conclude from the above analysis that there 
exists a significant relation between high-powered money and the variables 
that determine the multiplier . What becomes important to investigate,is 
the causes for changes in high- powered money and their likely effects on 
the different variables that determine the multiplier . 

From formula 2,it can be seen that the same pattern persists 
in the contribution of a percentage change in money supply due to a 
change in the three variables discussed earlier . It can be seen that 
the introduction of the ' post office saving deposit ratio ' and the 
' government deposit ratio ' does not change the pattern discussed earlier . 
Neither of these two ratios contribute significantly to changes in money 
supply. After l96l,the government deposit ratio has declined and thus 
contributed a negative effect on the change in money supply . This was 
most significant in 1962. The fall in government deposits at the 
commercial bank,reduced its reserves with the commercial banks . As a 
result of this, the effect of the change in the reserve ratio was not so 
significant as when government deposits were treated as private deposits. 
The results of this investigation are illustrated in Charts 5 and 6. 
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THE POLICY UTLICATIONS lJ·lD CONCLUSION 
DEl1IVED :i',ROE THE ANALYSIS 

.-

The world's renenel1 interest in money supply as c.m important 
c.~eterhiinant of a country's economic activity can be seen in a statement 
ma~e in a recent issue of 'The Lconomist '. 'The Federal Reserve System, 
the Central Bank, which actually controls monetary policy has ldeked and 
s.cre,.med and ourse.d-ftt l·iilton Frie(~man as it

1
h'-t.s been draeeel ~nto a 

quantitative viev1 of monetary developments.;; t · t , 

'The ~conomist' noted that gradually the decisions have come 
to del_Jencl more and more on quantitative estimates and targets. The 
'Chicago :lchool' unc.ler l'lil ton Friedman has le(·. the ··:I2.J' in this field. 
The :Sconor.1ist, honever, despaired thc::.t although almost everyone agreed 
that quanti ties are important, it nas quite impossible to kno\J \!hat 
quantities to looL at. In Brit2.in, it )JOinted out that, the concept of 
··domestic crecl.it expansion·· has caused more confusion than anything else. 
'i'he article nent further to illustrate a profusion of numbers of 
quanti ties to look at anc'. the problems it pro·iridecl. 

'i'he purpose of tbis study is to raake available some basic 
quantitative information on the extent to which the crec~.it multiplier 
and the multiplicand cleterr,Jine the quantity of r:Joney. This is to 
lJrovicle some im1.ications as to ho·; the behaviour of the commercial banks 
and the public on the one hand, anc'. ho,·r the government on the other 
affects money supply. In the first part of this exercise, the frame-
'aork of analysis \las built based on the particular institutional 
features that exist in this country. :.n attempt v·as mac:e to justify 
the definitions chosen on the basis of their appropriateness to describe 
the situation that exists in this country. 

In i:art II a stectistical analysis basec.1 on the frame·10rk 
built in Part I \'!as carried out. i .. lthough the analysis '.las to a certain 
extent handicapped by the lack of ac~equate data, it i"Jas shmm from the 
analysis that there were sharp fluctuations in the contribution in 
changes of money supply due to changes in the variables outlined in the 
frame\!ork of annlysis. .henever possible, the period under review has 
comprised the period 1959-1968. 

Before discussing sor,le of the implications of the analysis 
the distinct conclusions dra·c~n from the analysis can be summarised aS 

follo·as. Firstly, the finclings indicate that in most years tl1e change 
in money supply came about due to an increase in l:rich-povtered money. 

1The Economist, 6 September, 1969. 
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HoY:ever, the contribution of chan8es in high- ~Jo 1ered uoney \1US subject to 
extreme fluctuations. There •rere years in '"Ihich its contribution to the 
change in money supply exceed 100::; C'Jld in oti'lers \Jhen it nas ne gative. 
Seconrlly, there vas a distinct relationship betveen the contributions of 
chane;es in high-:PO'Jered money and the contribution of changes in the 
reserve ratio on money .supply. In the years VJhere high-po·rered money 
had a sharp increase, it '7c:ts ac companied by a negative contribution by 
the reserve r at io. This implie s that the increase in high-pon erecl money 
l e::rgely flow ec1 into C0 1•1mercial b::,nlcs :.."ather than into the non-bank l:lr iva te 
sector. As a result of t his, the conm1ercial banl;:s had large excess 
reserves ·,1hich rec~uccd its contribution to the change in money .supjJly. 
Conversely, in the yec::rs in .,hich the contribution of the change in hi:::;h
powcrecl money "as negative, t he contribution of the change in the reserve 
ratio became very sic;nificant. This •:as because tho fall in high-po' .. ered 
money came about due to a reduction in the coli.mercie. l banks' reserves 
rather than currency in circulation. This also confirms the a rgument 
that total reserves is more clos2ly ~elated to excess reserves rather than 
required reserves. The quantita tive im~)lications of these conclusions 
provide an avenue for further refinements in the a.llalysis . For instance, 
a detailed qu<.ntitative analysis could be mac'.e of the relation that 
exists bet· 1een the commercial banks ' re serves and Balance of Paymen t s 
deficit and surplus anu BudLet deficit or surplus. !-mother point that 
may be further investisate( is ho'l far the commercial banks aJ.just their 
lending anc1. invest ing activities to their change in r eserves. 

Further, refinei11ent coul~ a l s o proceed in accounting for the 
factors that affect high-po'Iered n10ney. It has already been noted in 
Par t I that uhen the 1-ialays ian currency system Has unc.~er the Currency 
Board, hig,h-po\/ erec1 money chansed entirely in res})Onse to the Balance of 
Payments position. Although the monetary authorities of the country 
r:ere alloueO. a filluciary issue, this provision ·. ·e,s never made use of. 
:"ven after July 1967 1 \/hen the Central :3an.l-< v1as empov1ered to issue notes, 
the amount of high-1:..0 1ered money still changeu in response to the 
BaL,nce of Payments position. This was not only due to the fact that 
80.59?6 of the monetary l)abilities of the Central Jank had to be backed 
by external reserves but~ due to the conservative attitude of the Central 
Bank of i-ialeysia in keeping a 100::6 external reserves against its monetary 
liabilities. Thus it can be said that, no serious attempt has been made 
to deliberately re t:,alate the monetary liabilities of the Central Bank. 

Another important conclusion that can be dra'm frotil the 
statistical analysis in Part II is that, although the contribution of 
changes in the currency ratio have not been significant for J<lost of the 
years under revie·,: , its contribution to the changes in money supply have 
been relatively stable. Also, although there is no distinct relation-
ship that exists bet•.;een chanGes in the percentage contributio:!'l of high
pmiered 111oney on money supply anc. that of the contribution of a percenta8e 
chanL:,e in the currency ratio as in the case of the reserve ratio. How
ever, it can be seen that there ( oes exist a sli;:;ht relationship bet '.7e en 
the two variables. To some extent, a fall in llir:;h-po>~ered money brings 
about a decline in the currency holuing of the public and hence a decline 
in the currency ratio. This, then, increases its contribution to the 
change in money supply through the multiplier effect. And, in the years 

- 67 -

Univ
ers

iti 
Mala

ya



of e.n increase in hish--po ,rerod t;Joney in·· icatec1. by e. hith positive 
contribution to the ch~~nge in money su~Jply , increasec~ currency holding 
,i ill rec~uce the rate of decline of the c1..u-rency ra.tio ant~ therefore its 
contribution to chant.,eG i1.1 mone~r supply. Another fact to note is that 
the contribution of the currency ratio tenJs to be positive for all the 
years, inc:.icating o. steady decline in the re .. tio. l~n i1~1plication for further 
-:.n:.ly:3is arising from thi r; , i s th<lt , the v~crictblc mu:y be obsvrv,:d from 
r.1onthly average da.ta . This ·muld take into account seasonal fluctuations 
that exist and llrovide the monetary autho:rities ·.·ith some basis to assess 
the behavior of the non-bank prive.te sector o.nd their reaction to monetary 
policy an~ other general economic develovments. 

In the statistical analy.sis in I'e>,rt II, it ·!as also found that 
the contribution of chant;cs in the ' T""ost Office •-'"-'vings C.eposit r'".tio ' 
end the 'government c:.eposit ratio' eras insignificant, not only due to the 
fact thc.t their changes uere sr,Jall but the relative size of both the 
ratios r!ere also s:.1all. Finally, it can be seen that the credit 
multiplier has not been ver·y significant in c~etcrminint., the r,JOncy SUP.lJly. 
High-~,o·;ered money - or the J:.ul tiplicnnd playeL: 2. uore iuportant role. 
Ho·.1evel', it should be noted thc.t for some years, the mul ti1::lier effect 
\!a.s more sie;nificant. Th..t analysis has also shown that the multiplier tends 
to move closely · ri th the reserve ratio, nhich is the lar~:,est vari2.1)le. 

Frol!1 the above conclusions, it cail be seen that the money sUj_)ply 
of this country hc.1s been relatively stable. Ho·.iever, it should be noted 
that oonetary and crec,i t policy has an importv.nt role to plD.y in affcctin;:; 
the level of domestic demanc'. anl' in ensuring that the level of deri1an0. for 
~oney is sufficient to support the ~esired level of economic activity. 
In a (evelopinc, co1..mtry, monetary and crcc'i t policy becomes even more 
i1r1portant, si11ce it cannot concern itself merely ui th the reculation of 
crec'. i t unC hence, raoney su1)ply, but nlso, it should become EL.'1 active 
instrument in :;~roraotinL economic develo~.ment. 

A1uon....,st the objectives of the Central nank of halaysia are -
to prohlote Llonetar:; sta.bili ty an( a sound financial structure; <.::.nc1 to 
influence the cro,:-.it situation to the adva.nta;e of the country. It can 
be seen from these objectives that ~onetary policy in halaysia has been 
promotionc:.l rather than reGulatory. 

It has been foum~ in this study that the average multiplier 
effect of a ch<m2;e in hic;h-po'·lered money is 1.54 times the change in the 
hic;h-:_.o.Iered money. This means that an incr~c,se in high-lJO'.J erec~ money 
due to a Balance of Payn:ents surplus or due to a Budget deficit financed 
by the Central Bank, is not likely to co.use a creat expansion in money 
sup)ly. This is beca.use the commercial banks have a tenc·· ency to keep 
large excess reserves am1 that the currency ratio is still relatively 
large. Ho·iever, it should be notec'l. that there is a. tendency for these 

---------- -. -·-- ----
~eculatory and :cromotional honetary Policy is c~iscussed at 

some length by ., . r-i. farnaik in 'tmnetary Folicy and ~conomic Develo~)men t 
in India', S . Chand C: Co., New Delhi (1965). 
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variables to dec line anc' therefore, for the multiplier to increarse. 
':Chis mea::1.s that future increa.ses in h.i.e·h-PO'.Jered r,loney is likely to have 
greater eXjJansionary effects. Hence, not only muGt the Central Dank 
attem1Jt to affect the pattern of the conunercial banks' investments but 
also the extent to \;hich they cx:,Jand cre;:li t. 

P.s note•l ea:clior, the Statutory ·'.{escrve Hequirement is not 
imi-;orta.nt frOJil a ruonecary policy point of vien. Sir.1ilarJ.y, the liquic~ity 
requireh18nt is not used as <:m instru.ment of ret,v.lating the creation of 
c .cec!.i t. Ho·,-;c:;ver, it ,shoul·-~ be notet~ that the liquidity requirement has 
0een usee~ to influence the coml)Osition of the comwercial banks' liquid 
assets. 1~ven che recent rnove to aban('.on the uniform liquic:ity requireLKmt 
in CctoiJer l9GiJ 1 .. ;as not an atteL1pt to affect cre,l.it expansien but to 
influence the investrn::;nt llatternr_,. of' the cornii!ercia.L banl:s. 'l'hc; Central 
3anL of Halaysia i:::; equippe•J \'Jith severo.l other provisions in the Eo.n..l.dng 
CJl'clinnncc to e.ffect the pattern of bank financint,. This • .. :ind of cre;:.'it 
control is concerned -.. ith the alloce.tioa of avail.si)le crGc~it and the 
pur;::oses :e·or rrhich it is u.secl rather than the totnl su:tYply of crecht ,. It can 
be re2,arc1ed ;:~s u good substitute for senera1 quantitative creclit controlG . 
In this nay, the Central :Jank caYJ. 11rovcnt a toe rapi.d increase ii.1 a,:,vances 
being made ,~specially fm' specl.:,lativc purpost:s. Thit> is nece!:>s.:.t.ry not 
only for tl1e safety oi the depositors, but also for the interest of the 
economy ·- that the loans for Sj)eculative purposes shouls. be cur:)(;cL 

It has been noted earlier that commercial banks Ghoul'"- play a 
substantial role in the 0.eve1opr,:ent of the country eitl:.er by investing 
directly i!1 governr,1ent sec uri ties or in other p:coduc ti ve investments , so 
as to channel savings to productive ends. The er::tercence of econor;iic 
plannin[; and the establishrilent of grmttl' tarcets for the various sectors 
of the econor.!~'? has further emphasized tho impcrtanco of credit policy , 
not only in ensm'ing tl1e desiral::>le level of monetary deuand for achieving 
the envir>::.:r;cr' level of consumption and investnlEmt , but also for economic 
development. Al tho1..,;;h the Central Bank of HalayGia lacks some o f the 
trc;_ditional instrur.Jents 1)ossessecl by other Central Banks to infl uence the 
volume of crec;_it. by co:.unercial banks, the Central Bank has to some extent 
influenced the pattern of commercial bank investment. 

HoliOVer , f:com tho :statistical analysis made in Part II of this 
exercise it has been shonn that there has been in the past, .sharp 
fluctuations in the; con·cribution of chances in high-ponered money on 
r::toney supply . 0ii.1ce the Central Bank has non become tJ.1e sole currency 
issuing authority, it is in a better position to smooth off some of these 
fluctuations tho.t r::tay be u;~ertcd from time to time by external fnctors . 
Thi:s is very necescary , :..Jince the i''lalr'.ysian :.::conomy still depends to a 
cre:J.t extent on external i:;rade . ',htll the ability of the Central Bank to 
coordinate the, volume of high-po•ICred money an•l the crc\1 it policy of the 
commercial 1)a'1k.s 1 the ability of tho Central Bank in achieving monetary 
stn.bili ty in I·Ialaysia may be l2.~<-~"'-~, 
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