CHAPTER II

PINANCIAL RELATIONSHIPS

Brief Acoount of Davelopuent einee 1950

Malays, Sabah and Sarawak (teogether with Singapere and
Brunel) have shared a common currency since 1550. The common’
currency was issued by the Board of Commissioners ef Currencyy
Malsya and British Borneo, eenatitittd under the 1950 Malaya
British Borneo Currency Agreement.

The currency is backed by eterling asesets to the cxtent
of 100-110% and there is automatic conversion of Malayan dollars
into sterling and vice-versa at a fixed rate of 2s 44 which has
been maintained sinee 1906. ,

In response to the political and economic changes since
1950, there have been significant developments in the mematary
system, although the essential festures of the currency systeam,
as outlined in the preceeding paragraph has remained unchanged.

The main defects of such s curremncy system had been
the absence of a central institution which would help to smooth
out fluctustions in the money supply by absorbing foreign ex-
change when the Balance of Payments were favourable and sterilie
sin~ the resultant increase in the cash reserves of Commercisal
ban''s, Another defect had been the lack ¢f a meney and securi»
tiec market in which a central inatitution could operate and
through which the flow of capital into local investment could be
encouraged, ‘

It was primatily to overcome theme defects that sieps
were tsken towards the formstion of a Central Bank. Fellowing
a recommendation by the report of the International Bank Mission,
the Watson~Caine Committee” was set up. Asting nponsits re~-
commendations, the Central Bank of Malaya Ordgnance. together
with the Baaking Ordinance was passed in 19587,

lcurrenqy Agreement 1950,
2G.M, Watson & Sidmey Caine. " Repevi ouv Yo Ecdabifchuwent of a |
BOentral Benk of Malaya Ordinsnce, 1958 bl benl i Madays ”

kfha Banking Ordinsnce, 1958: Noi 62 of 1958 (Kuala
Lumpur, Governmant Printer) - 9 -



: By this time Malaya had already obtained independence
and the establishment of the Central Bank was ig:kquiagrgith its
new political status, Howsver, the shaageé,p@litigal‘aiggatiaa

provided another instance where pelitieal\ﬁarrihru'karc,&llawné to

negate convincing economic arguements for a jeint Central Bank
with Singapore. S8ingapore and Malaya have a common banking
system apart from sharing a commen currency and as sugh there
were many advantages for having a Joint Central Bank. o

In order that the 1950 curremcy agreement would re-
flect the new palitis;l;gzatuaaf Melaya, & new Currency Agrees
ment was drawn up in 1960°, This agreement “provides basiecally
for the contimnuance of the present currency arrangements” but
with substantial amendments to the details of the 1950 agreement,
These changes arel P

(1) There is now a provision for withdrawal and for
the liquidation of the currency board resulting there-
from, Any participating government may withdraw by
lodging a notice of replacemeat which becones effective
19 months after lodging. , ﬁ

(44) The composition ef the Board has been altered to
reflect the predominant interest of the Federation im
the curremcy. Sixty-three per cent of the curremey
issued by the board is in circulation in Malaya, ine
dicating the predominant interest of Malaya in the
currencyd. But Malaya holds 6 out of the 13 votes X
which determine! decisioms in the Board. Moreever,
in matters of major importance the agreement requires
that there must be the unanimous concurrence of the
participating governments. :

§480) The new agreement also provides for wider avenues
for Investment. Under the 1950 agreement the resou

of the currency board could only be invested in seocu..
ties of the United Kingdom er such other securitics

- appreved by the United Kingdon Government. The new
agreement allows for investment in non-sterling securi-
ties provided there is the unanimous consent of the
partieipating Governments. - But more significant is the
faet that it provides for $300 million of the assets

5Fcr,further:infarmation on the Currency question, refer
to articles in the "Malayan Beonomic Review" especially those by
King Bherwood, Wilson, Balogh and Caine., -
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"M, Tan Siew Sin, on Jume 2hth, 1960 in Dewar Ratayat.
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. ®f the Currency Beard to be invested in issued securities of, eor
 guaranteed by the partieipating govermmenmts up to a maximum of
$100 millien per year for the first three years, The $300 millien
wonld be appertion&d according to the amount of curreney in cir-
culation in ea gh territory and thereby $180 million of 4t would
‘be for ﬂalaya. Speaking on the Act im Parliament, the Minister

Binsnte pointed out that 24% of the reserves of the eurreney
beard would now be avnilable for development finance.

8ince Malaya, Sabah and Sarawak had been participetimg
Governments in a common currency agreement since 1950; and since
the currency system as such has not been altered although sube
stantial changes in the detailes were affected by the new agree-
ment in 1960, the formatior of Malaysia brought ne changes in
the currency system. In faet the common currency was advanced
as one of the factors which provided the economic baais for the
formation of the new Foaeration.

The most 1mpertant dovelapnent &8 date, since the fore
mation of Malaysia, was the passing of aa Central Bank of Malay-
sia (Amendment and extensio qAct, 196 and the Banking (Amend-
ment and extension) Act 1965 . These Acts amend the Central
Bank §£ Maddyssa Ordinance 1958 amd the Banking Ordinance 1958
resrectively and extend the operationm of Ehest ordinances, as
amended, to all parts of the Ibderatian. This is a very sige
nificant advance in that it removes the anomaly of a Central Bank

it

' 9The value of the fund as at 315t Degember, 1959 was
81, 2‘1‘2(@ wa e

10 central Bank of Malaysia (Amendment and Extension) Act,
19651 Aet of Parlisment Eo: 16 of 1965.

llﬂankihg (Amendment snd Extension) Act, 1965: Act of
Parliament No: 17 of 1965 (Kuala Lumpur: Government Printer),

12405t of the amdndments to the Gentral Bank Aet, 1958
are of minor importance. One significant amendment, however, is
the additiom to section 30 the power of the Central Bank to
"moke advances for the purpose of assisting the growing or mare
keting of primary produce to authorities formed under any itten
law in the Pederation and co-operative. socjeties®.

Two new conditions have been imposed by the amendments
to the Banking Ordinance 1958. Banks cannot open a new branch,
agency or office in any part of the Federation without the cone
sent of the Central Bank and banks incorporated in Malaysia
cannot extend their operations abroad without the consent of the
Central Bank, Another stipulation is that in the event of Bank
fallures, locel deposit liabilities should be given priority.




operating in only one section of the commen surrency area:; This
new development would permit the operation of a uniform gaae%afy
poelicy over the whole Malaysian ecenomy.

Wotwithstanding the separation ef‘éingnpere. the Central
Bank has comntinued o exercise its functione and respensibilities
in Singapore after August 9th sc that there has been no substan-
tial change inm the position vis-a-vis S8ingapore, The separation
has however brought into sharp foous the traeditienal ecenemic and
finaneisl links between Malaya and Singapore. Negotiatiens are
under way on the future of banking and currency arrangaaaats
betiveen Malaya and Singapore and also with Brﬁnsio

Since its establishment in Jaaﬁary 1959, the Central

Bank has not exereiced its powers to issue eurrency and to main-
tain reserves safeguarding the valus of the currenecy. However,
on Dgcember 12th, 1954 the Centra) Bank lodged notice with the
Currency Beard of its intention to replace the Board by the Cemw
tral Bank as the sele currency issuing authority in Malaysia,
Under the terms of the 1560 Currency Agreement the Central Bank
would assume currency issuing powers not later than December, 1966
and as such it is imperative that the reappraisal of the future

ial relationships with Singapore and Brunei should be expie
dited, It would be pertinsmt, in this connection, to quete the
oboervations of the Central Bank "..,. it would be appropriate for
the Central Bank to point to the current world trend towards clo-
ser cconomic co-operation and to express the hope that the poli-
tical separation of Simgapore would not blur the obvious benefits
eoe OF pre-arvinglghe close economic and financial ties between the
two countries,..”

The assumption of the currency issuing function by the

Central Bank and thbé consequent dissolution of the present Cue
rrenocy Board would to some extent increase the scope for active
mane tary management and remove a system which 4s not in keeping
with the independent status of Malaysia. However, it will be
neccssary to edamine in greater deteil the scope and extent of
monetary management and the existing fimaneial institutiens in
Mal:ya, Sabah and farawak.

Scope for Monetary Management
Pirstly 4t is escential to note that the present system

I’Bank Hegara Halayaial Annual Report and Statement ef
Accounts 1965,

lhainco then the life of Currency Board has been extended
by for a peried of one year from June 12th, 1966. The Central
Bank is thus due to assume the note-issuing powers on June 1l2th,
1956, This final agreement as Lo future ecurrency agreements has
not been reached amongst Brunei, Singapore and Malaysia.



of zutomstic senvertibility iato sterling and the 100% - 110%
banizing of the currency does not lend the system to be very ame-
nable to menetary management. It has been argued that given this
system, the fluctuations im employment and Income could be rore
effivtisdously smoothened out by proper end timely governmental
fisca) and texing policies which should be supplemented by import
and price controls. It has thus been asserted that monetary po-
licy exercised thromgh the Central Bank would be relatively in-
effcctive in elimipating these fluctuations. It has furthoer been
asscrted that without the preconditions of a developed moncy and
securities market, the two tresditiomel mearures of Lentral Bank
control over Commercial Bank Uredit by open market operatiom and
thrcugh the discount rate would be ineffective, As such, "the
marrin for mopetary management without upsetting the balance of
payrients was very narrow in an economy heavily dependent upon
for:ign trade such as the Federation of Malaya, slthough none-
tarv policy, exercised through the Central Bank could, within
limits, help to ease the domestic adjustment of externa} fluce
tuation". Although this observation relstes to Malaya, it applies
with equal validity to Halaysia.

Barring any radical change in the currency system, the
aboye argu¢ments are substantially true. If the present interim
arrangements whereby the Central Bank is continuing to exercise
its fanctions in Singapore are changed, there would arise a further
linitation on the scope of mcnetary nmanazement by the Central Bank,
Out of a totel of 44 Commercial Banks operating in Malays '6and
Singapore, 23 have offices both in Malaysia and S4ngapore,~  This
indicates how inter-locked the banking systems of the two coun-
tries is and in the event of the Cemtral Bank jurisdiction being
restricted to only Malaya, Sabah, and Sarawak, this fact would
inhibit the powers of the Uentral mank. Thus "the impositicn of
a minimum liquidity retio, for example, for banks in Malay: only,
m~y be ineffective in the case of banks which have their ma'n
offices and branches in Bingapore. Similarly, any restraining
iafluence on the extent and direction of bank loans and advances
is vestricted by the free transfer of currency and bank funds to
bznlks in Singapore where no similar restraints have been isiyosed™.

Having moted these limitations it will notc be necessary
to oxsmine the progress that has been maede ‘towards the building
up of sound financial institutions which would widen the possi-
hilities for monetary management by the Central Bank. As has
already been noted, the assumption of currency issulng powers by
the Central Bank. by June 1967 would be a significant step towards
thiz end. But/is the cexistence of a money market and sound

153~3- Lie, Hiﬁister of Finance in moving the 13953 Sen=~
tro1l Bank Act. o

- léBank\Negéfa Annual Report, 1965. Page 37.

17Bank Hegara Annual Report, 1965.wPage 3.
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financial institutions which is really a determining factor and
we will therefore proceed to examine this aspect,

Bxigting Financisl Ipstitutions

As ¢n other economic aspects, Sabah and Sarawak have a
less well developed Banking system than Malsya and this will be
borne out by the following table:

TABLE 2-1

MALAYSIA AND SINGAPORE:! COHHERCI&L BANKING OFFICES,
1964 AND 1965

T T+ T 331 82+t 2421 F 1+ 3323 ¢+ +28 3222223 2 23 523 22 2231222 £ 33333422 2% 3

Benks Incorp.| Banks Incorp.| Banks Ineorp.

in Malaysia | in S8ingapore Elsewhere TOTAL

1964 1965 1964 1965 1964 1965 | 1964 1965
Malcya 108 119 ks b6 69 73 222 238
Sabah & 4 1 | 1 13 | 13 | 18 | 18
Sa: 9 10 2 2 9 9 20 21
Singapore 28 30 42 48 48 55 118 133

The average number of persons per banking office for
Maloysia dropped from 35,600 in 1964 to 34,000 im 1965, indica-
ting an expansion in Banking facilities, but there has been no
significant ehange in this figure in the case of Sabah and Sarawak
since there has been an increase of only 1 additional banking
office in 1965 ever 1964,

The total resources of the banking system in Malayscia
and Singapore amounted to $3,378 million compared with $2,973
million at the end of 1964, But the capital and reserves of the
2% loeal banks amounted to omly 5.5% of this teta.

The less developed nature of financial institutions in
Sabah and Sarawak is alsgo brought out by a survey of other fie
nancial institutions. The Post Office Savings Bank exists only
in Malaya and Sarawak. The Post Office Savings Bank has an
important role to play in the mobilisation of non-bank savings
in Malayeia but the amount of depositors balance in the Sara-
wak Post Office Savings Bank has stagnated since 1963.

*Source - Bank Negara Malaysia, Annual Report, 1965,
Paﬁ;e 38&
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TABLE 2-2

POET OFFICE SAVINGS BANKS®

gz:zwau:snszzs:ssssuanxnnn TSR REXE szssszuasz:gs:u::z :nnmgzz:zsazu
MALATYA 8 ARAWAK
1963 | 1964 | 1965 . | 1963 1964 1965

1. Amount of depositors
balances (§ million) | 172.1 {177.3 | 188.0 | 4.1 | 4.1 ez

2. FKumber of depositors '
(thousands) 956.5 | 1,027 | 1,127 10 11 12

3, Average balance per
acocount (§) 180 173 167 379 | 357 | 345
4, Number of Offices 221 274 282 30 39 42

Taking inte account the relative population figurcs it
will be seer that in Malaya the number of deposits works up to
approximately 14% of the total population whereas for Sarawak
the figure is only about 1.2%. This gives a clear indication
of the far wider spread of the Post Office Savings Bank covecrage
in Malaya.

The seme is true of other savings institutions as well,
The Erployees Providert Fund exists only in Malaya where it
was established since 1951, In addition, in Malaya and Singa=-
porc there were 23k other minor provident funds with assets
tetalling $316 millfen while in Sarawak there are three minor
funds (Government Employees Provident Fund, Local Authoritics
Employees Provident Pund and Teachers Provident Fund) with total
assets estimated at $12.5 million. In this respect Sabah is
even more deficient than Sarawak since neither a Post Office Sa-
vings Bank or Provident Funds exist. To date ithere have lLeen
no concrete steps taken towards extending the courage of Provie
dent Funds and Post Office Savings Banks to Sabah and Sarawake

With regard to Housing and Development Institutions
the same observations hold true. In Sabah & Sarawak the Borneo
Development Corporation has capital resources of only $3.5
million while the Bormeo Housing Development has capital re~
sources of $24.8 million. In Sarawak the Sarawak Developmaent
FPinonee Corporation, aimed at providing finance of rural de~
velopment activities, has capital resource of only $4 million
while the Sabah Credit Corporation, which operates as a rural
credit inatitution has a total resource of only $1 milliog.

*Source = Bank Negara Malayeia, Annual Report, 1965,
P&ge &30
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These are relatively leses significant when compared with institu-
tions like the M.I.D.F.L., M.A.R.A., F.L.D.A., and F.A.Mide which
have larger capital resources and which have or will sonn extend
tholir activities to the Borneo territories. In the case of
ce-oparative socleties, the total working capital in Malaya in
1965 wae $189 million while the similar figures for 8abah and
Sarawak were $2.2 million and $3.2 million respectively.

It will be thus seen that financial institutions arc
relstively leass developed in the Porneo territories as compared
to Malaya and the extension of the setivities of Federal incstitu-
tions like M.I.D.F.L., M.A.R.A., F.A.M.A., and F.L.D.A. to
Sabah and Sarawek would make a significant comtribution to the
development of these territories. The stimulation of the rrowth
of both bank and non-bank savings is another important taslk
which should be pursued as there has been so little achieved in
Sabah and Sarawak.

On examination of the Domestic Public Debt figures
would be another indieator of the relative extents to which
domratiec savings have been mobilised by the government in the
different regions. The total Domestic Debt of the Central
Govornment etood at $2,152 in 1964, Out of this Sabah's public
DelL* amounted to $42.3 million while that of Sarawak amountcd to
only $27.4 million. These low levels of the Domestic Public Debt
of Sabah and Sarawak shows the very limited extent to which
public loans have been {loated by the respective Governments.

Having outlined the different degrees to which finan-
cicl institutions are developed in Sabah and Sarawak, it would be
neccassary to return to the question of monetary management with-
in this given framework.

The most significant astep towards inecreasing the scope
for monetary management was the expansion of the money market
by means of the application of the Local Assets Ratio to Comner-
cial Banks, This policy has resulted in the increased demand
from Commercial Banks for Government securities and has thus
greatly expanded thecMoney market. This is demonstrated by the
sharp incregses in the amount of treasury bills which have been
iscuedt

1963 $39
1964 $73
1965 $228

Out of the increase in 1965, 93% was accounted for by
Cormm-prcial Banks. The amount of Treasury Bills outstanding at

—



the end of 1965 was $440 and 67.1% of thie was held bty Comicrcial
Bank: while the Contral Bank held 8.7%.

Another indicator is that the percentage of the total
doncatie public debt held by the Commercial Banks and the Cen-
tral Bank increased to 21.5% in 1965 from 14,1% 4in 1964,

The effect of this would not only be to expand the money
market but would =zlso reduce the depletion of the accumulated
gssets of the Government in order to finance its budgetary defi-
citc. In this context it is neeessary to note that the local
ascets ratio has applied to Sabah and Barawak enly since 1965
when the funetions of the Central Bank was extended to cover
these areas and that a large proportion of the assets of the
Gov.rnment and other financial institutions are still held in
storling securities. For example over 90% of the assets of the
Sarawak Post Office Savings Bank and its Employees Provident Funds
arc held in sterling securities. The implomentation of thc lo=
cal assets ratio would thus mean that there is wide scope for
increasing the demand for Government Securities in Sabak and -Sarawak.

In gsummary, we note that:

1. Malaya, Sabah and Sarawak have shared a common
currency system and that the political unification has
resulted in developments which have resulted in the
closer integration and consolidation of that systen,

A vital foundatiom of overall economic integration is
therefore already in existance.

2. Malaya is the predominant unit within the common
currency area with approximately 60% of the total cu-
rreney in eirculation within its area.

2 Phat financial institutions in Sabeh and Sarawak
are as yet rudimentary in comparison to these in
existence in Malaya and as such there is a wide scope
for increasing the mobilisetion of savings there
through the development of these financial inatitutienms.
Such a development would be an important comtribution

to the economic development of these two states and
would also assist to relieve the finmancial strains of
the Central Government to a limited extent.

4, The extension of the activities established fi-
nancial and development institutions based in Malaya to
Sabah and Sarawak would accelerate the development of
finaneisal institutions and the savings habit in those
states.

5, 'The ewerall development of financial institutioms
in Malaysia and the expansion of the money market is
-eesential for increasing the defective scope for mo-
netary management by the Central Bank of Malaysia.
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