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Contribution of services sector

year A B C D E F

Shares of GDP (%)

1987 2.6 6.5 10.8 17.0 24.1 15.0
1990 2.7 6.7 13.2 17.5 18.8 15.4
1995 3.5 7.4 15.2 20.3 13.8 15.0
2000 3.9 8.0 14.8 23.6 12.6 14.2
2005 4.1 8.8 14.7 26.4 12.8 13.3

Average growth rate (%)

1987-1990 10.0 10.6 17.2 11.8 1.7 11.4
1991-2000 11.7 9.1 8.4 12.2 4.4 7.8
2001-2005 5.6 6.5 4.4 8.6 6.5 4.8

A=  Electricity, gas & water 
B= Transport, storage & communication
C= Wholesale and retail trade, ,hotels and restaurants
D= Finance, insurance, real estate and business services
E= Government services
F= Other services



Policy reforms and changes in Banking 
System

Banking ordinance 1958 became Banking Act in 1973
Prior to 1973, banking legislation was specific to the type of financial 
and non-financial institution
The Central Bank did not have effective regulatory and supervisory 
powers to oversea the activities of non-financial institutions.
1985 recession led to the deposit taking co-operatives and this led to 
lack of confidence in the banking system
Financial Institutions Act (BAFIA) in 1989
Empowers the central bank to have wider powers to supervise all 
financial institutions and under specific circumstances regulate, 
schedule and non-scheduled institutions.
The branches of foreign-owned banks were required to be locally 
incorporated with 100% equity
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The SRR, BLR and two-tier asset ratios were replaced by a single liquidity 
ratio.
Until 1991, Base Lending rate (BLR) was determined by the Central Bank. 
A standardized formula was introduced in 1991 to enable banks to
determine the lending rates based on their cost of funds. The deregulation 
of the estimation of the BLR allowed market force to determine the lending 

rates.
The averaging of cost of funds had a lagging effect on the interest rates 
and thus undermining the impact of monetary policy- the framework was 
abolished in 1995.
The new framework involves the intervention rate- the rate at which 
banking institutions can borrow form the central bank.
With the conclusion of the Uruguay Round in December 1993, and given 
Malaysia’s commitments under GATS, it was evident the Malaysia’s 
banking sector has to be progressively liberalized.



Commercial banks

54 banks have been merged into 10 
domestic banks
Total banks: 10 domestic and 13 foreign 
and 5 Islamic banks– 28 banks
Foreign banks need to be locally 
incorporated
Foreign equity of 30% in domestic banks



Measures to improve banking system
Two-tier regulatory system

Securitisation of assets-to match the asset and liability 
profile of the banking system’s housing loans maturity vs
maturity of deposits

Credit, financial derivatives and risk management-guidelines 
on lending, investment in debt securities and NPLs need to 
be reclassified

Sectoral loan exposure

Strengthening the supervisory framework

Corporate governance



Commercial banks: Assets, deposits and loans
(% of total)

1990 1995 2000 2005

Dom banks 
assets

75.0 77.6 75.9 77.4

Foreign banks 
Assets

25.0 22.4 24.1 22.6

Dom banks 
deposits

71.0 76.0 76.6 78.5

Foreign banks 
deposits

29.0 24.0 23.4 21.5

Dom banks 
loans

73.6 75.7 76.2 79.3

Foreign banks 
loans

26.4 24.3 23.8 20.7



Income & expenditure
(commercial banks)

year
A                B    C                                 D               E                  F

1988 61.0 20.9 11.2 11.8             41.9     1.6
1990 79.4 11.5 10.7                  10.3 50.6 2.3
1993 81.6 11.4 9.4 9.4 53.2        2.3
1997 89.2 10.4 8.0 7.9 57.8       2.4
1998 84.2 9.8 5.9        7.1 60.5 2.7
2000 76.4 14.4 10.2 10.4 39.6 2.5
2005 91.0 9.1 12.5 14.3 46.3 2.4

A=Interest income as % of total income
B= Feebased income
C=Staff costs
D=overheads
E= interest expense

F= interest income/total assets
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Commitments under GATS

Banking- The 13 wholly foreign owned ( total banks 28) foreign banks are
permitted to remain wholly foreign owned but need to be incorporated 
locally.
Foreign institutions are allowed to hold equity in investment banks 
(merchant banks, stock-broking and discount houses), but foreign 
participation in commercial banks is still restricted to an aggregate 
maximum stake of 30%.
No new licenses are granted to either local or foreign banks 
IN 2004, 3 Islamic banking licenses were issued to foreign Middle Eastern 
Islamic banks
The central bank encourages all commercial banks ( domestic and foreign) 
to set up full-fledged Islamic banking subsidiaries in which foreigners may 
take a 49% equity stake.
Recently foreign banks were allowed to add 6 more branches.



AFAS and FTAs

AFAS is a regional agreement on trade co-operation in services 
involving ASEAN members
Malaysia is not a signatory of the WTO Procurement Agreement 
(GPA).
Malaysia’s official policy of procurement has been to support the 
national policy objectives
In the FTAs that USA has signed with other countries, there has 
been strong demand for inclusion of an agreement on access to 
government  procurement.



Domestic and foreign insurers

Domestically         Foreign

incorporated

Year                    Total Life         General  Life & General
Reinsurers

1963 95 10 76 9 -

1987 60 2 41 16 1 51 9

1990 57 3 39 15 1

1998 58 7 40 11 10(8) 51 7

2000 53 7 36 10 11(9) 51 2

2002 44 7 28 9 10(8) 42 2

2005 42 7 26 9 7(5) 40 2

() foreign incorporated



Commitments in GATS

Direct Insurance companies
Modes of supply (1) and (2) unbound except as otherwise specified in 
the schedule
(3) branches of foreign insurance companies are required to be locally 
incorporated by 30th June 1998 with foreign shareholding not exceeding 
51% is permitted
Foreign holding not exceeding 51% is also permitted for the existing 
foreign shareholders of locally incorporated insurance companies which 
were the original owners of these companies.
New entry is limited to equity participation by foreign insurance 
companies in locally incorporated companies – maximum of 30%.
Unbound for new licenses
(4) unbound except
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Temporary presence of natural persons is offered only in respect of 
supply through the mode of commercial presence



Review of the Financial Sector Policies
NEPAL

A. 1980s
Deregulation of interest rate 
Opening up of foreign investment in banking
Introduction of capital adequacy ratio and open market 
operation in the conduct of monetary policy.

B. 1990s  
Complete deregulation in the interest rate and flexibility in the 
exchange rate in hard currency
Development Bank Act 1995
Financial Intermediary Institution Act 1998
Raising up Capital Adequacy Ratio to 12 percent from 8 
percent in 1980s 
More open up policies in banking and insurance companies 
permitting  2 / 3 rd foreign capital in banks,  



2000 and After

A comprehensive financial sector reform program in 2002
New Nepal Rastra Bank Act 2002 with autonomy and 
authority on regulation and supervision

Debt Recovery Act and Debt Recovery Tribunal
Re-engineering of the NRB 

Restructuring of state owned bank and contracting out 
to the foreigners
Capacity building in financial sector 

3/4th foreign capital in joint venture banks and cent 
percent equity participation in insurance, case by case 
basis.

Introduction of umbrella Act, Banking and Financial Act 
2006  
Enforcement of Prudential Regulations.



GATS Commitments

Committed to none for Mode 1, 2, 3 with certain provisions 
and unbound to Mode 4

Permission to the wholesale banking by January 2010



Performance of Banking and Insurance Sector

Net Profit, NPA and Interest Spreads showing good 
performance by domestic private and joint venture 
banks and very poor performance by state owned 
banks
Interest Margin to Total Assets, Interest Margin to 
Total Earning Assets, Overhead to Total Assets and 
Profit before Tax to Total Assets showing increased 
efficiency in private banks and dismal performance 
in state owned banks
Only after introduction of financial sector reform in 
2002 and contracting out in 2003 some 
improvements in the state owned banks.



Policy reforms and changes in Banking and Insurance 
(Bangladesh)

Initial phases of reforms:

The beginnings of policy reform and liberalization can be traced to 
deregulation measures starting in 1976 under a new government, 

Four notable features of policy during this period of greater market 
orientation were: 

1. reduction of restrictions on investment;
2. gathering momentum of denationalization of public sector 

enterprises; 
3. limited reduction of tariffs and NTBs; 
4. and incentive packages for the emerging ready-made garments 

sector



During the latter half of the 1980s, a more coherent picture of 
reforms began to emerge under structural adjustment policies 
(SAPs).

In the area of tariff reforms, SAPs emphasized rationalization of 
the import regime, simplification and reduction of effective 
protection, elimination of negative and restricted lists of industrial 
imports, and facilitation of imports of raw materials and 
intermediate and capital goods, including the imports needed for
direct and indirect exporters.

However, political commitment to policy reforms remained 
problematic due to the Government’s continued preoccupation 
with the need to gain political legitimacy, which greatly restricted 
its ability to implement actions deemed unpopular. 

There were also genuine concerns over the policy prescriptions of 
the donors, particularly with regard to the design and 
implementation of the SAPs and their distributive 
implications.



Policy on Loan Classification and Provisioning 

Prudential Guidelines for Consumer Financing and Small 
Enterprise Financing

Single Borrower Exposure Limit 

Customer Complaint Cell

Cash Reserve Requirement (CRR)

Statutory Liquidity Requirement (SLR)

Interest Rate Policy 



Bank 
types

2005

No. of 
banks

No. of 
branche

s

Total 
assets

% of 
industry 
assets

Deposit
s

% of 
deposits

NCBs 4 3388 946.1 40.14 617.2 39.78

DFIs 5 1334 182.2 7.73 112.0 7.22

PCBs 30 1557 1005.7 42.67 732.0 47.18

FCBs 10 39 222.9 9.46 90.3 5.82

Total 49 6318 2356.9 100 1551.5 100



Financial sector liberalization, financial deepening and  economic 
growth

. The theoretical underpinnings of this link can be traced back to the work 
of Schumpeter (1911), and later to McKinnon (1973) and Shaw(1973) and 
others.

The main policy implication of McKinnon/Shaw school is that government 
restrictions on credit availability hinder financial deepening. This may in 
turn affect investment and economic growth. 

Similar conclusions are also reached by the endogenous growth literature 
in which the services provided by the financial intermediaries are explicitly 
modeled. 

These models suggest that financial intermediation has a positive effect on 
steady-state growth  (Bencivenga & Smith 1991) and that government 
intermediation in the financial system has a negative effect on growth rate ( 
King & Levine, 1993)



More empirical evidence began to appear in 1990s following the work of 
King & Levine (1993). 

Their empirical specifications including various measures of financial 
development have been widely used in many of the recent studies. King 
& Levine (1997) found that higher levels of financial development are 
associated with faster economic growth and conclude that financial 
development leads economic growth. 

However, an expansion of financial system can induce economic 
growth. Economic growth may create demand for more financial 
services and therefore financial system will grow in response to the 
demand of economic expansion. Empirical support for this approach is 
found in Demetriades & Hussein (1996).



Using an entirely different approach to estimate causality, 
Mattoo et al. (2000) constructed indices of trade openness.

Two key elements contribute to the dynamic benefits 
from services liberalization: (1) degree of competition, and 
the extent of foreign ownership, (2) nature of regulation. 

For the financial sector Mattoo et al. (2000) used commitments 
under GATS to represent national policies relating to 
competition and foreign ownership of financial services.

They used index of capital controls compiled by Dailami
(2000) to represent openness of a country’s current and capital 
accounts. Both these measures were combined to form an 
index of openness of the financial services trade. 



In this study we used the Auto-regressive Distributed lagged (ARDL) model 
to examine the relationship between real percapita income(PERCAPITA), 
financial deepening (CREDIT) and the liberalization of trade and services 
(OPEN).

We also used a new cointegration test called the bounds test developed by 
Pesaran et al.(2001) to establish if the variables are co-moving.

This empirical framework has two major advantages over the traditional 
error correction framework proposed by Engle and Granger (1987),
Johansen (1988) and Johansen & Juselius (1992).

First the ARDL approach used in this study allows for the explanatory 
variables to be a mixture of stationary and non-stationary series. 

Second, the bounds test is robust against small sample bias. Hence, gives 
reliable estimates for small sample studies.
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This involves the following model (UECM):



m1θ m2θ

In order to test the absence of a long run relationship in (1), we 
conduct a Wald-type (F-test) coefficient restriction test, which entail 
testing the following null hypothesis, respectively:

This test is known as the bounds test (Pesaran et al, 2001) and the 
computed F-statistics under the null hypothesis (2) is F(LnCredit/ 
LnOpen). The asymptotic distribution of the test statistic is non-
standard regardless of whether the variables are I(0) or I(1). For this 
purpose Pesaran et al. (2001) computed two sets of asymptotic 
critical values where the first set assumes variables to be I(0) and 
the other as I(1) which are known as lower bounds (LCB) and upper 
bounds critical values (UCB), respectively.

H0  = =



The Bounds Test for Cointegration

Malaysia
1970-2004      F(Lncredit/Lnopen) 6.1428 7 = -0.1637

[0.046] [0.034]

F(Lnopen/Lncredit) 0.3441 7 = -0.0308
[0.777] [0.703]

1986-2004      F(Lncredit/Lnopen) 5.6003 7 =-0.2588
[0.061] [0.004]

F(Lnopen/Lncredit) 4.7473 7 = -0.3748
[0.093] [0.118]

Australia
1970-2004      F(Lncredit/Lnopen) 14.7528 9 =-0.3417

[0.001] [0.003]
F(Lnopen/Lncredit)           4.9972 9 = -0.4262

[0.082] [0.016]
1985-2004

F(Lncredit/Lnopen) 26.6156 8 = -0.4375
[0.000] [0.004]

F(Lnopen/Lncredit) 1.7414 8 = -0.2758
[0.419] [0.151]



Nepal
1975-2000 F(Lncredit/Lnopen) 46.0982 2 =-0.2654

[0.000] [0.000]

F(Lnopen/Lncredit) 1.1200 2 =-0.2046
[0.082] [0.878]

1982-2000
F(Lncredit/Lnopen) 16.6287 5 =-o.4068

[0.000] [0.001]

F(Lnopen/Lncredit) 0.6291 5 =-0.0122
[0.730] [0.929]

Bangladesh
1974-2003 F(lncredit/Lnopen) 3.7808 2 =-0.2012

[0.151] [0.107]

F(Lnopen/Lncredit) 0.7405 2 =-0.1251
[0.691] [0.275]

1986-2003
F(Lncredit/Lnopen) 15.6900 7 =-0.0885

[0.000] [0.617]

F(Lnopen/Lncredit)

CRITICAL VALUES: 4.042 – 4.788 (90%);   4.934 – 5.764 (95%)



LONG RUN ELASTICITES

Malaysia 1970-2004 Lncredit 0.7683***
[0.083]

1986-2004 Lncredit 0.7224*
[0.000]

Australia   1970-2004 Lncredit 3.1254*
[0.000]

1985-2004 Lncredit 1.5366*
[0.009]

Nepal 1975-2000 Lncredit 0.6498*
[0.000]

1982-2000 Lncredit 0.5997*
[0.000]

Bangladesh
1974-2003 lncredit 0.6391***

[0.056]

1986-2004 Lncredit



Conclusions
A long run relationship exists between credit and 
openness for Malaysia, Australia and Nepal.
The data for Bangladesh does indicate such a 
relationship
For the period 1986-2004, long run relationship 
exists for all the countries
The long run elasticities show that openness has 
differential effects on domestic credit.
The elasticities also show the extent of liberalisation
needed to benefit from competition.  
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