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SINOPSIS

Kajian ini cuba melihat peranan institusi
kewangan dalam proses pembangunan kewang-
an dan ekonomi di Malaysia antara tahun-tahun
1960 — 1974. Analisa dibuat melalui penentuan
saiz dan ciri-ciri superstruktur kewangan dan
juga kepentingan relatif beberapa jenis instru-
men kewangan berbanding dengan infrastruktur
benar keluaran negara. Dengan menggunakan
model FIR (Financial Interrelation Ratio)
yang dimajukan oleh Raymond W. Goldsmith,
didapati bahawa Malaysia mengalami satu
masa yang baik dari segi perkembangan dan
pembangunan kewangannya.

SYNOPSIS

This study investigates the relative impor-
tance of financial institutions in the process
of financial and economic development in
Malaysia between 1960 — 1974. The analysis
begins with the determination of the size and
character of financial superstructure and the
relative importance of various types of financial
instruments, compared with the real infrastruc-
ture of national product. Using Goldsmith’s
FIR (Financial Interrelation Ratio) model it
was found that Malaysia had experienced a
period of positive changes in the growth of
financial development.
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The purpose of the study is to investigate
the relative importance of financial institutions
in the process of financial and economic deve-
lopment in Malaysia between 1960-74. The
analysis is through the determination of the size
and character of Malaysia’s financial super-
structure, the relative importance of various
types of financial instruments in comparison
with the real infrastructure of national product.

The primary concern is the relation between
the value of the total financial assets and the
value of all real assets, or in short the Financial
Interrelation Ratio (FIR). FIR is taken as a
measure of the relative intensity of financial
relation within a country at a given date. The
higher the FIR the more developed financially
is a country and the greater is the relative
importance of financial instruments and finan-
cial institutions within it.

It has been well-established that financial
development is intricately related to economic
development of a nation. Therefore, a nation
must facilitate growth of its financial institu-
tion in order to achieve maximum develop-
mént.!

for a detailed discussion of the reasons why the
growth of financial institution is necessary, see Fran-
cis A. Lee and Maximo Eng, International Financial
Markets, Development of the Present System and
Future Prospects, (New York; Praeger Publishers,
Inc. 1975), p. 12 and p. 504. See also Ronald 1. Mc-
Kennon, Money and Capital in Economic Develop-
ment, (Washington D.C; The Brookings Institution,
1973).




Goldsmith argued that there is a close in-
terrelation between a nation’s financial super-
structure consisting of financial assets out-
standing at any particular time and its real in-
frastructure (tangible and productive assets).
Economic development, according to him,
is accompanied by an accumulation of national
wealth. As this process takes place, financial
assets tend to accumulate at a pace exceeding
the national growth. Consequently, the ratio
of financial assets to national wealth displays
an upward trend.’

Using Goldsmith’s model, the present study
investigates the relative importance of financial
institutions in Malaysia. Goldsmith’s FIR with
respect to Malaysia for the period of 1948-63
will be utilized as a basis for comparison.

Financial Interrelation Ratio — The Model

Financial Interrelation Ratio measures the
relative size of a country’s financial super-
structure at a given point in time in its econo-
mic development. It is the ratio of the volume
of financial instrument outstanding at a given
point in time to the national wealth. The basic
formula is:

E

=k ‘
W= aup{xe [1ro+N] [1+v] +&}

where F_is the value of financial instrument at
time t and W, is the national wealth at time t, a
is the Gross National Product which consists
of the real growth rate, y, and price level
changes, I, (deflator) It is derived from sum-
ming an infinite geometric series increasing at
y + II, stands for ( [y + T+ Ty |7 +1)
which for low value of y and Il approximates
[(y+1)~' +1].u is the monetization ratio
which measures the fraction of GNP sold for
money.  is the capital output ratio, k is the
capital formation ratio. e 1is the external
financing ratio, ¢ is the financial intermediation
ratio, A the layering ratio, v the valuation
adjustment factor measured by stock price
annual change and £ is net foreign issue ratio.?

The financial interrelation ratio, thus, de-
pends on five non-financial factors: u, g8, y, Il
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and k, and five financial factor; €, ¢, A, v
and ¢. The ratio is positively related to seven
of the component; u, k, €, ¢, A, v and &, but
negatively to three; 8, y and [I. A country,
thus, will have a relatively large financial super-
structure ie. one that is large in relation to
the real infrastructure of national wealth if
the monetization ratio, the capital formation
ratio, the ratio of non-financial and financial
institution issues to capital formation and the
valuation adjustment factors are high. On the
other hand, the financial superstructure will
tend to be relatively small, other things being
equal, if the real rate of growth or the capital
output ratio are high or if the rise in the general
price level is pronounced.

Relative Importance of Financial Institutions

This section presents the statistical evidence
for some of the coefficient used in building up
the equation. The discussion involves, firstly,
the ratid of net issues of financial instrument
to GNP for both financial and non-financial
instruments outstanding at a given date to
national wealth (FIR). As a basis for discussion,
it is useful to look briefly at the growth rate
of financial assets.

Rate of Growth of Financial Asset:

Table la shows that the average rate of
growth is 14.5 percent at current prices, while
at constant prices it is relatively low. However,
the rate of change of financial assets is rela-
tively higher than that of GNP both at current
and constant prices. This reflects the fact that
the rate of growth of financial institution’s
assets is faster than the rate of growth in
GNP.

The growth rate of financial asset showed
an upward trend at current prices. But the im-
pact of inflation experienced by Malaysia make

2Raymond W. Goldsmith, Financial Superstructure
and Development, (New Haven: Yale University
Press, 1969).

3For a detail development of the formula, see R.W,
Goldsmith, The Determinant of Financial Structure,
(Paris: OECD). 1966.



Table 1a
Rate of Growth of Financial Asset and GNP in Malaysia
1960-1974
Change In.GNP Change In Financial Assets
Constant

Year Current Prices Prices Current Prices Constant Prices
1960 13.2 15.6 12.2 14.5
1961 12.9 10.6 8.0 5.8
1962 6.1 6.1 12.0 12.0
1963 6.5 3.4 12.6 9.3
1964 4.1 5.1 18.5 19.6
1965 919 99 11.5 11.5
1966 6.8 4.7 14.8 12.6
1967 5:2 1.2 7.4 3.3
1968 4.3 4.5 16.8 17.1
1969 9.0 9.4 17.4 17.8
1970 4.6 2.6 10.4 8.4
1971 2.6 1.0 14.7 12:9
1972 8.1 4.8 18.5 14.8
1973 275 15.4 289 16.6
1974 20.8 2.9 13.3 -34
Average 9.4 6.5 14.5

Coefficient of Variation 4,94 1.92

11965 is base year

Source: Calculated form various sources of data including Bank Negara Annual Report, and

International Monetary Fund Statistic.

the growth rate very much lower at constant
prices. In 1974, the growth rate at constant
prices was negative compared to the rate of
growth of 13.3 percent at current prices.

The range in the rate of growth of financial
asset is between 7.4 — 28.7 percent with the
coefficient of variation of 1.92. The higher
coefficient of variation shows that there is no
tendency for homogeneity growth rate, both
at.current and constant prices.

Table 1b shows the rate of growth of major
financial institutions and its contribution to
total assets. The table indicates that thrift and
loan society contribute che highest growth
rate on the average, followed by commercial
banks, while the insurance organizations and’
central bank have the same growth rate on the
average.
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With the exception of insurance organiza-
tion, the growth rate of assets of financial
institutions, on the whole, shows an upward
trend. The trend is dominant for thrift and
loan society’s assets. This was partly due to
the extensive development policy of the rural
economy,

The proportion of individual financial ins-
titution’s assets indicates that commercial
banks form the main component of financial
assets. They contribute two-fifth, on the ave-
rage, of the total asset, while central bank
contributes only one-fifth.

Net Issue Ratio of Financial Institution:

The net issue ratio of financial assets to
GNP is shown in table II. The ratio shows the



onsnels JWI pue ersAefey ereSoN yueq 3rodoy [BNUUY WOIJ PIIB[NO[E)) :39INOS

‘SuonMNSUL pISHEIdAdS pue saTueduod SOUBULJ ‘SUOIIMIIISUT JIPaId Sursnoy ‘sjuswaAour aApeIado0d ‘syueq Suraes spnpuy,

soueInsul [eIsussd pue SJI ‘puny uorsuad apnpuy,

Vel €LY TYe [A°XA! (44 ST91 11T 10°CT a8erony
(4] 1’0t 80T yer LVvy €€l €61 096 L
€T 8797 60T 0vT L'vy 90V 00T ov've €L
9T 78I L'€T (]! 0Ty L61 L0t : 0%°0T ClL
9¥l 0Tt 9T 0'vI1 9°0¥ 6°TI 0T 06°€T TL
L€l TLT Sve 0TI (84 $6 4 0L9 0L
6'CI S'ST e T'1T 9Ty 0TI (AL oT'Td 69
el (1a41 §'sT L0T1 9ty 80T L'LT £ 00°6T 89
S'ET (4 0°LT LTl (44 €6 €LT 0€'s — L9
T'eT 00T L'ST €T STy 6°'1C L61 089 99
L'eT T'TI 0°9T 661 T°6€ 09 TIe 06'CT S9
8¢l L'L e €T 'ty 0'Te 60T 09'6 ¥9 -
896 1°sT 1'sT L'ET TLE L't 9Tt 08°L €9 0
60T €L 89T 'St 8°0% TvT 9'€t 008 9 ,
VIr 89 e T°ST 00t 1T Syt oL'T — 19
STT el L'te 0’8 6'8¢ 681 69T 0L'8 0961
s B0 yimorn IeloL yimorn Te10L yimoIn eloL o BAOID
0} areyg jo a1ey 0] areyg Jo arey 0} areyg Jjo arey 01 aIeyS Jo ey 2D S
/f19100g UBOT puE Iy [uoneziuesIQ soueInsuy Jueg [BIOIAWUIO)) jyuegq renua)
vL—0961

SLASSY TVLOL OL NOILNGIILNOD JIdHL ANV
SNOILALLILSNI TVIONVNIA 40 SLASSV TVIONVNIA 40 ALV HIMOYD

qI 319eL




-onsnels JWI pue Hodey [enuuy eisAP[El BIBSON YURE WOIJ UANE} BIBD JO 80INOS SNOLEA woly pajernofe) 190IN0g
9T 09°C 0’z 9L'T 6S°T A}IOTISB[S QWOdU]

66'C  UonELIRA
JO JUBPI0)

v9'1T 0€C 8% L8'T 90T o8e1oay
6LT 0S'T 8's 6’1 6T YL
€5°¢ 00°€ 16T 9Y 9 €L
65T 19°¢ 8L 'y 081 7L
8LT ST'E 6V 9t SET L
06'T 8T &3 (! 68 0L
SS'1 ST'C oY Y (43! 69
ve'T 0T 79 €T 0CT 89
6°0 ST'T LT L0- 'S L9
98°0 61°C ¥'s 60 ¥'6 99
76°0 16°C ST 91 0L $9
990 10 §9 (! €071 ¥9
0T'€ LLT 90 60 $'9 €9
10 08’1 87 01 6'S 79
8€°0 99'1 {4 T0— 6¢ 19
£L°0 760 v'E (A €9 096T

£19100§ uBOT pueE UYL uonezuesIQ sdueINSUJ Jjueq TeoIawuo)) jueq renua) oney anssy JoN Ieo g

onjey Anss] 19N WO} NIIISU] [RIOURUL,] [ENDIAIPU] 0230135y

YL61—0961 SLASSY TVIONVNIA 40 OILV Y SANSSI LAN
MA19vL

85



following characteristics;

On the aggregate level, the ratio shows an
upward trend with the average of 10.6 during
1960—74. There is a significant temporal va-
riation within the general upward trend. The
variations follow some sort of regular pattern
of oscillation. Everytime it increased the rate
was slighty higher than before. The higher
ratio in 1973 was consistent with the higher
rate of growth of GNP during the same period,
but the increase was not visible on the average.
The coefficient of variation for new issue ratio
was 2.99. Thus, there was a wide variability in
the distribution of net issue in relation to GNP.

From the individual component point of
view, commercial banks issue the largest
amounts of financial instrument than any other
single group of financial institutions. This is
partly due to their extensive expansion pro-
grammes to rural areas during these periods.
The most important net issues of commercial
bank comes from fixed and saving deposits
while demand deposits, mostly held by do-
mestic business enterprises and households
were only one-fifth of the total new issues.
The higher proportion of saving and time de-
posits reflects the monetary policy and saving
habits of household. The monetary policy is
indicated by the level of bank interest rates.

The net issue ratio contributed by insurance
organization accounts only one-fifth of the to-
tal net issue. This was 9.3 percent higher than
the share of thrift and loan societies. The net
issue ratio of thrift and loan society was not
significant but as a group it showed an upward
trend.

The net issue ratio of central bank is relatively
small compared to the ratio of commercial
banks, but it shows an upward trend. This was
partly due the increase demand in currency,
reflected by the increase in currency in cir-
culation and the contribution of financial
institution reserve.

The income elasticity of net issue, measured
by the ratio of annual rate of change of finan-
cial asset to the annual rate of change of GNP,
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is 1.59 on the average. This reflects the fact
that the assets of financial institution grew
faster than GNP. The income elasticities did
not show any systematic pattern. Though the
issue of central hank showed the lowest average
income elasticity, the growth of the net issue
of central bank was more rapid than GNP.

The Ratio of Domestic Non-Financial Issue:

The relative importance of financial institu-
tions in economic growth could not be fully
understood without discussing the issuance
of financial instrument by non-financial sec-
tors such as household, government and corpo-
rate sectors, since financial institutions are
directly involved in financing these issuance
and these intruments represent one of the two
main elements of a country’s financial super-
structure.

The new issue of financial instruments by
non-financial sector mainly consists of public
and corporate securities, borrowings and ad-
vances from financial institutions and borrow-
ing from non-financial sectors. Non-financial
borrowings are excluded because of insuf-
ficient data. This does not affect the quality
of the analysis because its proportion is es-
timated to be less than 10 percent of total
new issue of these sectors.

The new issue ratio shows the following
characteristics:

(a) Claims against these sectors’ from loan
and advances amounted to only two-fifth of
the total aggregate new issue. The largest con-
tribution is the new issue from government
securities which account for one-half of the new
issue. Corporate new securities, however, were
not all financed by financial institutions. Out
of 5.9 percent of the average new issue, only
a small portion is financed by them.

(b) The new issue ratio to GNP is relatively
small. It is only 8.7 percent on the average.
New issue ratio of loan and advances forms
3.9 percent, government securities 4.3 percent,
and corporate securities only 0.5 percent on
the average.



(c) The new issue ratio of these sectors do
not show any definite upward pattern. Greater
fluctuation is mainly caused by the fluctuation
in the new issue ratio of government securities.

(d) The main claim against these sectors’ins-
truments was mainly by financial institutions
due to the large proportion of new issue ratio
of loan and advances and government securi-

ties. Commercial banks are the largest single
group which have a major stake in the claims.

It is estimated that one-third of new issue of
loan and advances were contributed by com-
mercial bank.

(e) Corporate securities holding are mostly
by households. The only financial institutions
which have a stake in these issues are insurance
organizations. Their holding are relatively small
on the average.

(f) Government securities is the most im-
portant component new issue of financial
instruments by non-financial sectors. Its new
issue ratio amounts to 4.3 percent on the
average, about one-half of the total new issue
of these sectors. This reflects the government
strategy for deficit as well as capital financing
expenditure. Financial institutions are the
largest group of holders, due to the liquidity
requirement imposed by Bank Negara. Non-
financial sectors’ holding are relatively small
to be of any significance. The low level of
holding reflects the fact that government secu-
rities are not good instruments for investment
purposes because the low level of interest rate
and open market operation are not available for
active trading.

Capital Formation Ratio ( k = E

4

In a growing economy like. Malaysia, the
Gross Capital Formation (GCF) to GNP ratio
should show a long-run tendency to rise or be
maintained at a relatively high level, comfor-
tably above the assumed ratio of Capital Com-
sumption to GDP. In the short run this ratio
fluctuates with cyclical changes of economic
activity.

The ratio of GCF to GNP and its main com-
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ponent is presented in table IV. The ratio shows
an upward trend, increasing form 14.9 percent
to 23.5 percent. Since capital expenditure is a
necessary investment for economic growth,
the increased allocation of GNP to GCF gives
a clear indication of economic development.
On the average the GCF to GNP was 17.79 per-
cent.

The individual sector of GCF ratio shows
a variety of development trends, each having
a pecularity of its own. On the whole, the ratio
of private capital formation to GNP was much
higher than the ratio of public capital forma-
tion to GNP. This was so because no distinc
tion is made with respect to household and
corporate capital formation ratio.

External Financing Ratio (€ = e[k)

Another important consideration in the
analysis of financial structure and financial
institution development is the external fi-
nancing ratio i.e. the ratio of domestic issue
of financial instruments by non-financial sectors
to domestic gross capital formation ratio.
This ratio measures how much is the gross
capital formation financed by these instru-
ments. The external financing ratio is esti-
mated by indirect approach i.e. by dividing
the domestic new issue ratio of financial in-
struments by non-financial sectors by GCF
ratio. The inferred value is presented in Table
V.

The inferred value of the external of the
external financing ratio on the average is
0.492, ranging from 0.280 to 0.867. This
reflects that only one-half of the GCF is
financed by these financial instruments The
remaining GCF is financed by other means such
as saving and external debt. However, the
financing ratio of these sectors increased sub-
stantially over time. This reflects the increased
role of financial institutions in helping the
issuance of instruments by non-financial sec-
tors. Between 196474 the portion of GCF
financed by these issues was only one-third.
It increased to one-half for the next four years.
It increased further in 1972—74 to two-third.
This reflects the increasing importance of these
instruments’ financing in the future.
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Year

1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974

Average

Source:

GROSS CAPITAL FORMATION TO GNP 1961-1974

Aggregate
GCF/GNP
Ratio

14.9
17.2
16.8
16.6
16.4
16.3
16.6
16.6
14.3
17.9
19.6
21.3
20.3
23.5

17.74

Calculated from various sources of data: Bank Negara Annual Report and

Public CF
to GNP Ratio

6.1
8.0
1.7
7.3
7.3
6.5
6.4
6.2
5.7
6.0
7.2
10.2
9.6
9.5

7.41

TABLE IV

41.1
47.4
46.0
44.1
44.6
39.7
38.8
374
39.5
33.7
38.3
48.1
47.2
40.4

Share
to Total

Private CF

to GNP Ratio

8.8
9.3
9.1
9.3
9.1
9.9
9.2
9.2
8.6
10.3
11.2
9.3
9.9
12:2

9.71

Quarterly Economic Bulletin, Bank Negara Malaysia.

Year

1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974

Average

Table V

External Financing Ratio 1964—1974

Domestic GCF
New Issue Ratio Ratio
5.4 16.6
4.6 16.4
4.8 16.3
7.1 16.6
8.8 16.6
7.4 14.3
8.1 17.9
104 19.6
12.0 21.3
17.6 20.3
9.4 23.5
8.7 17.74

89

Inferred Value

Share
to Total

58.9
55.2
54.0
44.9
55.4
60.3
554
55,2
59.8
57.5
59.0
46.1
48.6
52.0

of External Financing Ratio

0.325
0.280
0.294
0.428
0.530
0.517
0.453
0.536
0.563
0.867
0.400

0.492
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Malaysia’s FIR:

In this section the final value of FIR is
determined. The emphasis is on the systematic
changes of FIR over time by comparing it to
Goldsmith’s FIR for 1948-63, and the reasons
for these tendencies i.e. the factors that have
contributed to make FIR what it is.

Table VI lists out the major components
of FIR. The table presents the coefficient on
yearly basis from 1960 to 1974. The compu-
tation of the final coefficients is discussed as
footnote for the table.

As expected the value of FIR for Malaysia
for the period between 1960-74 had increased
tremendously, relative to Goldsmith estimate
of 0.1941, for the period between 1948-63.
The FIR value is about 0.3706. The relatively
higher FIR value for 1960-74 reflects the finan-
cial development during that period. It also
signifies the relative importance of financial
institutions in bringing about these changes.

The data in table VI suggest that most
coefficients positively related to FIR are higher
in the latter period. This systematic relation-
ship seems to exist also between the negatively
correlated coefficients, especially the “a”
coefficient and the capital output ratio.

The higher level of the coefficients that
are positively related to FIR for 1960-74
period is clearly evident for extemal financing
ratio, capital formation ratio, financial inter-
mediation ratio and layering ratio. These
higher positive changes clearly indicate the
greater performance of the financial institu-
tions in issuing financial instruments and
promoting financial development.

CONCLUSION

The Financial Interrelation Ratio for Malay-
sia between 1960 to 1974, as expected, had
increased substantially from that of 1948-63.
This reflects the significant role of financial ins-
titutions in promoting financial development
during that period.
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The important role of financial institutions
could be traced from the fact that their total
assets had grown significantly. It had an average
growth rate of 14.5 percent. Its income elas-
ticity showed that the financial assets of these
institutions had grown at a faster rate than that
of GNP. This can only mean that the compo-
sition and liabilities of these institutions ex-

Table VI

The Components of Malaysia’s FIR
1948-63 and 1960-74

1948-63% 196074
Y 5.0 6.5
1 ~28 2.83
y+1I 2.2 9.4
a 13.59 11.51*
gt 0.25, 0.22%
U 0.70 0.75
K 0.122 0.177
> 0.400 0.492
¢ 0.500 0.91
A 0.04 0.82
v 0.10 0.10%*
¢ ~ 0.002
FIR 0.1941 0.3706

# From The Determinant of Financial Structure
by R. W. Goldsmith table 5 and 8

* a is the gross national product which consists
of the real growth rate and the prise level
changes (deflator). It is derived from sum-
ming an infinite geometric series increasing
at the ratio y + m,stands for [y + I y)™ + 1].
With y = 0.065 and IT= 0.0283, then a be-
comes 11.51.

@ This value of capital output ratio is an ap-
proximation. Considering 1963 figure
of 4,0 given by Goldsmith, I estimate the
1974 figure of 4.5 would be appropriate.
The nagative exponent 3 1 then becomes
0.22.

** The valuation adjustment factor is measured
by stock price annual change. Here Gold-
smith’s figure of 10% for underdeveloped
countries is utilized to represent this ratio.



perienced a positive change. This change re-
flects the importance of these institutions
either in the issuance of financial instruments
or in financing the issuance of financial ins-
truments by non-financial sectors.

Although there was a significant increase
in the role of financial institutions in financial
development during this period, their role was
insufficient to help promote the greater need
of economic development and growth. There
were many institutional deficiencies which
make their role less effective. The deficiencies
resulting from the lack of open market opera-
tion, the small amount of corporate securities,
the relatively small and ineffective money and
capital market should be drastically improved.
The financial institutions should play a greater
role to improve these deficiencies in order to
have an improved. financial superstructure and
hence economic growth and development.

92

BIBLIOGRAPHY:

Bank Negara Malaysia, Annual Report and Statement
of Account, Kuala Lumpur: Government Printers,
various issues.

Bank Negara Malaysia, Quarterly Economic Bulletin,
Kuala Lumpur: Government Printers, various issues.

Goldsmith, Raymond W. The Determinant of Fi-
nancial Structure, Paris: OECD. (1966)

Goldsmith, Raymond W., The Financial Structure
and Development. New Haven: Yale University
Press, 1969.

Lee, Francis A. and Eng. Maximo, International
Financial Markets, Development of the Present
System and Future Prospects. New York: Praeger
Publishers, Inc. 19785.

Mc Kennon, Ronald I. Money and Capital in Econo-
mic Development. Washington, D.C: The Brook-
ings Institution, 1973.



