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ABSTRACT

There are two competing theories of balance of payments the Keynesian and the
monetary theories Each of the two approaches provides distinct explanations on how
the determinants of the balance of payments could lead to equlibrium and
disequilibrium of the balance of payments account Both theories also rank differently
the 1mportance of merchandise/real account (Trade Balance) and monetary account
(Official Reserve Transactions Balance) of the balance of payments. The paper
attempts to determine whether the Keynesian or the Monetarist approach 1s the more
correct theory as far as the Malaysian balance of payments is concemned, so that the
results will enable the government to formulate the correct policies on the balance of
payments 1n the future.

To conduct the examination of the two theories, a model based on the distributed-lag
polynomial, specifically on the Almon lag, 1s developed In order to pursue the
comparison of the two views, two types of tests are done. The first test checks the
correctness of the signs of the coefficients of the regressors in the two equations of
financial flow (from Official Reserve Transactions Balance) and trade flow (from
Trade Balance) The second test 1s an examination of the speed of adjustment of the
two accounts 1n order to decide which account is normally affected first by any
disturbance on the balance of payments

The results of the study show that the signs of regressors of the Trade Balance (TB)
equation support the Keynesian view while the signs of regressors of the Official
Reserve Transactions Balance (ORTB) equation support both Keynesian and
Monetary views It 1s also found that the ORTB dominates the TB in terms of
quickness of adjustment, so the ORTB 1s an autonomous account and the TB 1s an
accomodating account

As far as Malaysia's balance of payments policies are concerned, the government had
formulated and implemented correct policies as reflected by the results of the study
Fiscal policy had been used on the TB and a mix of fiscal and monetary policies had
been used on the ORTB since 1970s. Obwviously, the government had also pard more
attention on the monetary account (ORTB account), such as services account and the
flows of 'hot money', which was mainly the source of the balance of payments
deficit

The conclusion 1s, thus, that Kevnesian theory should be adopted if the balance of
payments disequilibrium 1s due to disequilibrium in the TB account. On the other
hand, both Kevnesian and monetary theortes should be incorporated in policies
designed 1f the disequilibrium of the balance of pavments is caused by disequilibrium
in the ORTB account. Additionally, the monetary account (ORTB account) 15
considered as the main account which 15 first affected by any disturbance 1n the
balance of payments Thus, the policy formulated and implemented on the Malaysian
balance of payments 1 the future should largely concentrate on this account
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CHAPTER 1

INTRODUCTION

The Malaysian economy has gone through rapid structural changes since
independence 1n 1957 Despite the rapid economic growth in Malaysia particularly
between 1970 and 1990, with an average of 6 7 per cent per annum, the current
account 1n the Malaysian balance of payments has been in deficit since 1989 The
deterioration of the balance of payments in 1989 was spurred by very high imports of
mtermediate and 1nvestment goods’ Such imports, however, was necessary to
generate additional capacity for the future Nonetheless, 11 posed new challenges to
the Malavsian economy Overall, the current account remained in deficit at about 0 8
per cent of GNP over the Sixth Malaysia Plan period (1991 — 1995) More policies
were geared to formulate effective measures to trim down the persistently large
deficit particularly in the services account which had been the main source of the

deficit

Due to the problem of balance of payments encountered by Malaysia for almost 7
years (1989 — 1995), the present study attempts to analyse the Malaysian balance of
payments A model based on the distributed lag polynomial will be used on two
accounts of the balance of payments, namely Trade Balance (TB) and Official
Reserves Transactions Balance (ORTB), to determine whether the Kevnesian
approach (KA) or the Monetary approach (MA) provides a better description of the
Malaysian balance of payments behaviour In order to pursue the companson of the

two views of intemational finance, two types of tests will be done The first test refers



to the correctness of the signs of the coefficients of the regressors in the two
equations of financial and trade flows The second test 1s an examination of the speed
of adjustment of the real account (Trade Balance) versus the monetary account
{Official Reserve Transactions Balance) The results of the first test will conclude
which theory, the Keynesian or the Monetary, will best describe the Malaysian
balance of payments account and therefore should be the basis of policies designed to
explain and influence the account The results of the second test, on the other hand,
will determine which account, Trade Balance or Official Reserves Transactions
Balance, 1s having the faster influence on the Malaysian balance of payments account
The results of the tests will then be compared to the policies which have been
implemented by the Malaysian government throughout the period of study. This wiil
help to explamn the success and the failure of some policies implemented mn the

attempt to eliminate the balance of payments disequilibrium problem

Objectives of study

Specifically, the present study will attempt

1. to determine whether the Keynesian or the Monetary approach 1s the cormrect
theorv to be applied, as far as the balance of payment 1 Malaysia are concerned
particularly on the TB and ORTB. In other words, the paper will try to examine the
effects of independent vanables on the dependent variables in both accounts by
looking at the signs of parameters of the equations 1n both accounts The signs of
coefficients will enable us to describe which approach 1s adopted in the Malaysian

balance of pavment

(]




If the coefficient signs of all variables or most of the variables 1n the TB and ORTB
are statistically significant and conform to those of the KA 1t could be concluded that
Malaysian international accounts are supporting the Keynesian theories Thus, the
Keynesian theories of international finance should be incorporated 1 pohcies
designed to explain or influence international financial and trade movements On the
other hand, 1f the coefficient signs are statistically significant and conform to the MA,
it implies that the MA triumphs in Malaysian international accounts Thus, the

monetary theories will be suitable to be considered in the policies designed

2 to investigate the speed of adjustment of the real account (Trade Balance) and the
monetary account (Official Reserves Transactions Balance) in order to know which
account will have the faster influence on the overall balance of payments accounts

In this case, real account consists of the flow of merchandise goods and monetary
account consists of money flows in both current and capital accounts (Malindretos,

1991)

This test 1s the most important test, for it deals in an indirect way with the essential
question of which account is the most important one to analyse. The MA emphasizes
the money account, often to the exclusion of the real account The pomt that the MA
makes indirectly 1s that the ORTB 1s disequilibrated first and then the TB may
become disequilibrated In other words, any disturbances 1n the world system will
first impact the ORTB and then the TB The KA says the exact opposite, that 1s, the

regressors should first affect the TB and then the ORTB

The test will be done by examining the mean lag of the same independent vanables in

w2



the TB and ORTB equations If the mean lag 1s shorter n the TB equation, the
mmplication is that the disturbance of the said variables affects the real account first If
1t 1s shorter m the ORTB, however, the disturbance disequilibrates the money market
first, and then 1t disturbs the TB Again, the result of the test will be significant to

decide which theories should be best incorporated n policies designed 1n the case of

Malaysian balance of payments

3. to relate the results obtained in 1 and 2 to the policies implemented by Malaysian
government 1 those period of ime mentioned 1 the study (1974 — 1995) 1n order to

analyse the success of the policies implemented

Significance of study

The topic discussed in this paper 1s important since no study has been made on the
influences of the two approaches in the case of Malaysian balance of payments Most
of the previous studies were concerned with the effects of specific variables on the
international finance such as exchange rates or income level without further analvsing
different theonies which might be applied to Malaysian balance of payments accounts
This study could also be considered as another attempt made to add to empirnical
studies on Malaysian balance of payments by using econometric models Based on
available literature, most studies on Malaysian balance of payments are found to be

descriptive in nature while only a few empirical studies were attempted recently

More importantly, the concluston of this study might be useful 1n policies designed by

the govemment to explamn or influence international financial and trade movements



L' his 1s particularly significant in a situation where the nation might experience
balance of payments disequihibrium over a long time period such as long-term

balance of payments deficit

The outline of this study 1s as follows First, a survey on a number of studies on the
present topic 1s done under literature review (Chapter 2) Chapter 3 explains the
theoretical model This 1s followed Chapter 4 which explains the data and methods
used to construct the models which are used to test the two so-called approaches
Chapter 5 nterprets and discusses the results of the tests on the models with a
comparison of the two views Finally, Chapter 6 discusses and analyses some
Malavsian policies on balance of payments which would explain the results of the

empirical study in Chapter 5 and Chapter 7 concludes the paper



CHAPTER 2

LITERATURE REVIEW

Malaysia 1s a small open economy 1n which the external sector especially the inflow
of foreign capnal, exports and imports play an important role However, few studies
have been done on the balance of payments in Malaysia Chew (1975) published a
book entitled Malaysian Balance of Payments: 1960 - 1970 but this study only
concentrated on the development of the Malaysian balance of payments up to 1970
Studies by Boadwayv & Flatters (1991) and Anff & Semudram (1987) attempted to
discuss the problems and policies of balance of payments in Malaysia Though the
studies discussed some 1mportant 1ssues of balance of payments 1n Malaysia and how

to deal with them, no attempt was made to develop an econometric model for 1t

A study on A Structural Model for Malaysian Balance of Payments: 1963 - 19582 by
Salleh (1991) 1s one attempt made to construct an econometric model of balance of
payments for Malaysia according to the nature of 1ts economy by using tume series
data It estimated the model's coefficients using three multiple regression estimation
techmques namely Ordinary Least-Squares, Two-Stage Least-Squares and Three-
Stage Least-Squares estimation It also derived some suggestions for the balance of

payments policy

Most studies on nternational finance are concentrated on other countries such as Sri
Lanka (Wrnesinghe, 1985), Switzerland (Rich. 1990) and Japan and European

countries (Bhar & Mallianis, 1998) These studies, however, analysed particularly



the impact of exchange rate volatility on the trade balance of the countnes The
concentration on a single independent variable might not be sufficient to explain the

overall behaviour or trend of the BOP account

Boughton (1990) analysed an almost similar type of study to the present study m
which the relanonship between exchange rate and current account balances was
examined via a model of two large cooperating countries Examples were discussed
in which two countrnies aiming to reduce an external imbalance should shift their
monetary-fiscal policy mix in the same direction The explanation 1s that interest
rates affect the mvestment accounts of creditor and debtor countries m opposite
directions, and this effect will normally be the dominant influence of monetary pohcy
on current account balances. In these circumstances, the sign of the exchange rate

change 1n relation to the change in the external balance will be ambiguous

This interesting study by Boughton will be a guide to the present study of monetary
and real vanables effects on Malaysian balance of payments account. This present
paper, however, ts extended to include the speed adjustment test on the monetary
variables (Monetarist approach) and real vanables (Kevnesian approach) m order to
investigate the quickness of adjustment of the real account (1B) versus the monetary

account (ORTB) on international account

A similar study on the Federal Republic of Germany was done by Malindretos
(1991) The results of the studv were ambivalent First. the signs of the regressors at
times support the Keynesian (KA) and at other times the Monetary view (MA),

depending on the lag and the choice of the model Second, the speed adjustment of



real variables approximately equaled that of nominal varnables either in the same or 1n
the two different international accounts Neither of the international accounts
dominated the other 1n terms of quickness of adjustment The mmplication from this
study 1s that both approaches are useful 1n explaining in‘ernational financial and trade
flows for the Federal Republic of Germany and therefore both theories of
international finance should be incorporated 1n policies designed to explain or

influence international {inancial and trade movements.

A study by Miller (1978) suggested a perspective on the relationship between the
state of money market and international reserve flows which was done by focusing on
the monetary approach to the balance of payments (MBP) and 1ts relationship to more
traditional thinking about balance of payments Miller used two versions of
Monetary approach an equilibrium MBP and a disequilibrium MBP. The equilibrium
version was quite general, but the disequilibrium version requires some special
assumptions It also investigated the conditions under which the alternate monetary
approaches would give correct conclusions about the level of international reserves or
balance of payments More mmportantly, the study suggested that the state of money
market mayv bear no necessary relationship to the balance of pavments if the
government pursues an interest rate pegging-type of monetary policy, or 1f there 1s a
nonzero value for the government budget. The study, however, paid very little

attention on the Kevnesian or traditional approach of balance of pavments

Similarly, studies by Melitz & Sterdvniak (1979) and Magee (1976) concentrated
therr works mostly on the MA of the balance of payment The former tried to rescue

the MA from a certain simplism 1n theoretical formulation and test procedure which



could prove more damaging to 1t in the long run than any amount of criticsm The
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the empirical evidence on the operation of international monetary mechanism under

fixed and floating exchange rates as well as some recent contributions to the MA of

the BOP.



CHAPTER 3

THE TEORETICAL MODEL

The Balance of Payments Equilibrium and Disequilibrium

The balance of payments can be defined as a complete tabulation of the total market
value of goods, services and financial assets that domestic residents, firms, and
governments exchange with residents of other nations during a given period (Daniels
& VanHoose, 1999) A nation's balance of payments 1s a system that accounts for
flows of income, expenditures as well as the flow of financial assets It consists of a
number of different accounts, mainly three accounts' the current account, the private

capital account, and the official settlements balance

The current account measures the flow of goods, services, income and transfers or
gifts between domestic residents, businesses and governments and the rest of the
world The balance of trade, that 1s the value of exported goods less the value of
imported goods, 1s part of the current account Most economists consider the balance
of trade to be the most accurately measured balance of payments, because 1t measures
the trade of tangible rtems that, 1n many countries, must be registered with customs

agents

While the current account covers income earning and spending in the course of the
year, the capital account shows the movement of caprtal 1n and out of the country It

tabulates the flows of financial assets between domestic private residents and foreign



private residents. These financial assets include physical assets and financial assets
such as bonds, bills, stocks, deposits, and currencies The final account, the official
settlements balance, measures the transaction of financial assets and deposits by

official government agencies. These types of transaction are typically conducted by

the central banks and finance ministries or treasuries of national governments

The total summation of all debits and credits in the current account, private capital
account and official settlements balance should be zero If 1t 1s not zero, then an
offsetting entry appears in the balance of payments. which 1s called 'statistical
discrepancy' The overall balance of payments 1s the sum of the credits and debits in
the current account, capital account, official settlements, and the statistical
discrepancy. This overall balance of payments 1s necessanly equal to zero because
debit entries offset each and every credit entry and the statistical discrepancy offsets
any error Thus, the balance of payments 1s in equilibrium when the sum of the debits
and credits in the current account and capital account equal zero, so that the official
settlements balance 1s zero If the official settlements balance 1s positive or negative
the balance of payments 1s not m equilibrium (disequilibrium) A positive official
settlements balance reflects a balance of payments deficit and a negative official

settlements balance reflects a balance of payments surplus

Keynesian Approach versus Monetary Approach

It 1s well known that there are two competing theones of international finance
(balance of payments) the Keynesian and Monetary theory of disequilibnum and

adjustment (Malindretos, 1991). Each of the two approaches vies for primacy of place

11



both 1n case of fixed and flexible exchange rates

The Kevnesian Approach (KA) to balance of payments disequilibrium and adjustment
was developed 1n the twentieth century Most of the theories developed under this
approach were basically based on the work of John M Keynes The most well known
theories developed are elasticities theories and absorption theories of balance of trade
and payments The elasticities approach provides an analysis of how devaluations of
exchange rate and price level will affect the balance of trade depending on the
elasticities of supply and demand for foreign exchange and foreign goods The theory
of elastcities leads to what 1s called the "J-curve effect” which refers to the pattern of

the balance of trade following a devaluation

On the other hand, absorption approach to the balance of trade 1s a theory that
emphasizes how domestic spending on domestic goods changes relative to domestic
output In other words, the balance of trade 15 viewed as the difference between what
the economy produces and what 1t takes for domestic use or absorbs (Melvin, 1992)
However, these two approaches can only be viewed as a theory of the balance of
payments 1n a world without capital flows Thus, the balance of trade (TB) regression

function of KA could simply be written as

(X =M)=bo+bili+b2P. + bsER

where
Y15 mcome level
P1s price level
X ts exports
M 1s imports
J:R 1s exchange rate ( the unuts of foreign currency given for domestic currency)
/1s a certain ime penod





