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SYNOPSIS

'his project paper is an attempt to analize the
gzructure of financial system in Malaysia and its rela-
tion to ii:lazysian monetary policy. Special emphasis
on ronetary policy woula be given. . Nevertheless,
instruments of monetary management which are being used
vy Gentral pank of MNalaysia would also be discussed,
siiectiveness of monetary policy would be given greater
empnneis, winlch include the aspects of reserve money,
ceveloument ol money supply and selected economic
inuicvavers, It would be examined in the sense that,

{¢ wnat extent the objectives of economic pelicy in
valaysia have been achieved which include economic
growth, level of employment and unemployment, price
stapility, balance of payment and equity in the
distripution of income and wealth. Quantitative analysis
wenlid be ucea to identify the cffectiveness of the

nolicy. sinally, tne overall discussion would be

viewed irom Islamic perspective.
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CHABTER 1

INTRODUCTION

Introduction

The financial system encompasses the instru-
ments, institutions markets, and rules governiny
the conduct of trade that expedite the rﬁutinr‘of
funds from buyers to sellers and from savers to
1enders1. Monetary policy would include apecifiea-
tion of policy goals, sefting policy instrumenté:
and targets to achieve the goals and using a

monitoring system to assure the authorities that

their action are working in the desired directiona%

The structure of #inancial system with

e

special emphasis on monetary system is made up of
the Central Bank (Bank Negara Malaysia), comnar01al
banks, the Credit Guarantee Corporation (GGC),

Finance companies and Merchant banks. Tha

| Kaufman,George, The U.S.Financial System,
3rd.ed. Prentice-Hall, ﬁew Jersey, i§EE, Ped.

2 Siegel N.Barry, Money,Banking,and The Ecenonmy ,
A Monetarist View, E: f

(London) Itd., 1982. p. éOB.




Commercial banks form the core of the systcﬁa With the'* -
Central Bank as its apex. The commercial banks’ ‘are the
largest group of the financial institutions in the
country, accounting for $48,946 millions or 46 per cent
of the total assets of the financial systeﬁ at the end
of 19823. The growth of the commercial banks stemmed
from the growth of their deposits base, which rose by an
average annual rate of 17.8 per cent over the perioed
1960-80 and accounted for 11.5 per cent of the:bank's
total resources of the end 1982, The other financial
institutions include the National Saving B#nk, Discount
Houses, Provident and Pension Funds, Insurance companies,
Rural Credit Institutions, and Urban Credit Institutioms.
They are supervised by various government departiments

and agencies,

Monetary policy is concgrned with the determina-
tion of policy or policiés that basically plays the
function of udetermination of money in the economy.
Changes in monetary policy are initiated by the Economie

Research and Statistics Department and Banking Department
of the Central Bank of Malaysia. These departments ~are:

responsivie for monitoring movements in monetary

3  pang Yok and Savarimuthu, Banking in Mala siai,
Heinemann (Malaysia) Sdn. Bhd. ﬁﬁaIa Lumpur, p. 1.

-2 -



aggregates and various aspects of banking developmeats,
The Centra]l Bank has been instrumental in thc'estqgliohr
ment of new financial institutions geared towards
economic growth and reaistribution so that the economy
imbalances between the people are reduced. The

monetary policy and the lending guidelines of the Central
Bank give ihe same effect. Further, the Central quk
regulates the volume of money and the generation of
Creait by the commercial banks, merchant banks, and
finance companies through a wide range of monetary

instruments.

The bank has so far relied on the use of statutory
reserves, liquia;ty ratio, interest rate, credit contrel
and moral suasion as the prime instruments of monetary
management because the narrow scope of the domestic
licney ana capital markets has so far precluded the
ellective use of other classiéél instruments, such as

variations in the bank rate and open market operations.

Looking at the lialaysian.economy, it is not
unreallstic to say that it has achieved certain percent— -
age ol growth, price stability, high level of empl oypent: <

and a nore equitable aistribution of wealth and income.

4 Ibid, ©p. 6.



How these can be achieved? Do they have strong and
positive correlation‘to nonetary policy? The answer
would be obtained after analysis the abovquaigdquﬁ
matter in the quantitative approach. What will,
happen if interest rate is abolished and instead
prolit sharing is replaced? Do the above objectives

can still be achieved?

Finally, the subject matter is looked from the
Islamic view point. Islam does not prohibit the
financial system and monetary policy as long as they
are in conformity with the Islamic principles and
injunctions, THus, interest which is against Islam
has no place in financial system and monetary poliecy,
The prohiovition of interest is clearly stated in,
al Quran, Al Bakarah:275 which means 'Those who.takes,
usury shall rise up before Allah like man whom satan
has demented by his touch ; for they claim that
usury is like trading. But Allah has permitted

trading and forbidden usury.



Project Procedure

1.2.1. QObjective of the Study

As the Nation's monetary authority, the
Central Bank is responsible to the government for
ensuring mometary stability and to influence the
crecit situation to help the achievement of the
Nation's overall economic objectives. The bank is
obliged to ensure that the supply of monei and ithe
volume of credit are sufficiently 'elastic' to meet
tae deuands in the demestic economy. It regulates
tne volume of money and the generation of credit
by commercial banks and finance companies through
various instruments including quantitative and
qualitative controls. By virture of the statutory
powers given to the bank through various banking
laws, ihe Central Bank is-placed at the peak of the
Tinancial system, to develop and safeguard the
systiem. In essence, the investigation represents
an attempt the effectiveness of monetary poliey
through Central Bank in achieving the Malaysia

economic objectives,



Specifically, the objectives of this .

study are;-

b.

g | Bty ="
To evaluate the effectiveness i

monetary policy in achieving the &

economic objectives,

To show that Central Bank eanww
still control money supply

1
i

without being involve in interesty:.

To study the structure of the
financial] system with special

emphasis on monetary system,

To study the instruments of
monetary management,
To identify the instruments 2

which are suit to Islam.



1.2.2. Hypothesis

Within the framework of the objectives-

contended that :-

a. Instruments of monetary managemént

are realiable.

Instruments of monetary management
can be used effectively by the authority
for the expansionary and .contractionary
of money supply in the economy through

the financial system when needed.

The monetary policy helps the economy-to

achieve a reasonable level of growth.
Monetary policy has effeetively

control the money supply in the

economy which lead to the increment . .

in the investments as well as

productivity. These lead to the-rise

of GNP?. Growth is viewed from the

<+

macro and GNP aspects.

5

Gross National Product.



¢. The monetary policy help&"the’
economy in the creation ~{ 2 reasenable

rate of employment.

d. The monetary policy has maintnincd

the stability in the price level:

e. Monetary policy leads to a healthy.
balance of payment as a result of tne
increased in investment whereby #port

has increased relatively to impagi.

1.2.3. Scope of Study

This project paper would give greater
emphasis on the effectiveness of monetary poliof
in achieving the economic™ objectives through
controlling the money supply in the economy through
monetary instruments. The role of fiscal poi£§;
in achieving the same objectives would notrié-
analyzed. Similarly, the traditional appreuche of
controlling money supply namely open markni

operations and the like would not be discussed,.



Furthermore, the gpptelch‘%f_the study in
this project paper is more at the practical aspect.
Therefore, the theoritical aspect for instamce the
analysis of IS-IM curve would not be included. Similarly,
the debate between Monetarists and Keynesian em memetary

policy would also not given place in this study.

1.2.4., OQrganization of Chapters.

This project paper is devided into eight
chapters. Chapter one is on the introduction'eof th;
Study which explains the relationship between the
financial system and monetary policy, the objectives of
the paper, hypothesis, the scope of study as well as
organization of the chapters. Chapter two describes the
methodology used in obtaining the relevant data and
inrormations, It also contain the problems and
limitations  encountered while doing the study. Chapter
three cf tne paper is to review the literature made on
relative areas especially those relating to the aspeets
of financial system and monetary policy. Chapter five
will study the formulation of monetary policy and”th?
monetary instruments used to control the monayrauiply.

Chapter sixth is the core of the study, which analyses



the effectiveness of presemt monetary policy. Meney
multiplies and reserve money as well as its determinants
would also be discussed., Chapter seven duh; with the
shortcomings of the monetary policy in achievimg its
objectives as well as the overall review of the study
from Islamic point of view, Chapter eight will g&&e a
brief concluding remarks, presenting the summary lnl% '

some suggestions or policy changes. and recommendations.

- 10 -



CHAPTER 2 -

METHODOLOGY

Method ol ogy

The study of this paper is carried out

through various methods, namely ;-

2.1.1. Library Research

Quantitative materials were particularly,
obtained from a series of Annual Reports released
by Central'Bank. These Annual Reports are
important to analyze the development and progress
of Monetary Pﬁlicy and its effectiveness in”
achieving economic objectives., The statistical!
year books published evé}y year by the Statistices,
Department also provide the informations on * -
statistical data pertaining to empioyneﬁif‘bnlande
of payment, growth, personal income of-different
groups and the level of price. Unpugﬁishéﬁ
manuscripts such as dissertations madéiyy previeus
researchers which are relevant to stuﬂyy;ie also
analyzed and included. All the data used in the
paper are mostly cover a period of ten to fifteen
years especially for regression purpose. lost

recent data are used whenever possible.

'; 11 -



2.1.2, Ppersonal lnterviews,

The investigation was alseo garried out
through personal interviews with the Central Bank's
officers. The interviews were made witﬁ 4he Public
Helation Officer at the Personnel Departmnent and
oificer in Economics Department. These interwviews
were carried out in order to obtain a deeper
understanding about every aspect that are being
investigated particularly to know how menetary,
policy is formulated and the exact instrumenté

of monetary management used by Central Bank.

21 s Fa Additional Informations.

Additional informations were also
obtained from journals, hulletins, magazines as
well as seminar papers. The theoritical aspectss
of the monetary policy ;nd financial system weres:
mainly obtained from books. This is to make
the study as comprehensive and informative.asis.

possible.

Finally, Quran and Hadith a&ao;iiﬂhg
referred to obtain the information pertaining to

the Islamic principles on this area.

= 12 =



