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FOREWORD

Financial systems have historically evolved from the impetus of
economic, social and institutional forces. Financial institutions of
various types have emerged in the SEACEN countries through the
development of different kinds of financial instruments. The growth
of these institutions supplemented the role of commercial banks by
providing available financial resources to all sectors of the economy,
and in creating a more competitive environment.

The rapid growth of these non-bank financial institutions
(NBFIs) in recent years has, however, been a matter of concern to
those who formulate monetary policy. It is generally argued that the
expansion of NBFIs might undermine the effectiveness of the tradi-
tional instruments of monetary control. However, it must be remem-
bered that the NBFIs while participating in the expansion of credit
differ in their role from that of commercial banks. They also have a
different significance. The commercial banks still dominate the fi-
nancial systems of the SEACEN countries and their dominance has
had a long history and tradition. While the discipline imposed by
central banks is not applied directly to NBFTs, the indirect effects
are usually powerful and dependable, and any unilateral action by
NBFIs is unlikely to have severe effects on monetary policy. The
prospect of these rival groups of institutions developing a thriving
business unhampered by the monetary authorities may be frowned
upon by the commercial banks.

The scope of this research study on “Non-bank Financial Institu-
tions (NBFIs): Their Impact on the Effectiveness of Monetary Policy
in the SEACEN Countries” is confined to the rationale and objec-
tives of establishing NBFIs, the intermediary role of NBFIs, the
various factors, affecting monetary management, and some of the
issues and problems associated with the growth of these NBFIs.

The monetary policy implications associated with the growth of
NBFlIs are wide ranging and complex. Accordingly, study being the
first attempt by the Centre to evaluate the impact of NBFIs on
monetary policy may not do full justice to many aspects of monetary
policy implications. Nevertheless, this study has attempted to pur-
sue certain common themes and issues without losing sight of the
differences in the respective experiences of the SEACEN countries.
This study, therefore, could form a basis for future research studies
in order to make a definite statement on the effectiveness of mone-
tary policy in the SEACEN countries.
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PART I

AN OVERVIEW OF THE ROLE AND STATUS OF
NON-BANK FINANCIAL INSTITUTIONS (NBFIs)
IN THE SEACEN COUNTRIES

I. INTRODUCTION

The Non-Bank Financial Institutions (hereafter referred to as
NBFIs) are a fairly recent development in the SEACEN countries.
The emergence of these institutions in some SEACEN countries is
the outcome of the deliberate policy of the government to cater to the
financial and other supportive needs to specific sectors of the econ-
omy. In other words, these institutions emerged out of the necessity
to have specialized financial institutions to cater for the diversified
needs of financial intermediation. Some of these institutions also
emerged either in response to a failure by the banking system to
meet some genuine need of the economy or in an attempt to find a
way around particular credit regulation imposed on banks. Some of
them were also established as a direct result of selective credit poli-
cies or for different purposes. The rapid growth and development of
these institutions have supplemented the role of commercial banks
in rendering services to the economy and also creating a more com-
petitive environment in the financial system.

The existence of these NBFIs has further stimulated the banks
themselves to innovate and to be more responsible to the needs of
customers and hence, to the economy. The growth of these institu-
tions has also made it possible to make available financial resources
on suitable terms and conditions to all sectors of the economy.
However, the rapid growth of these institutions in some SEACEN
countries in recent years has been a matter of concern to those who
formulate and implement monetary policy, because most of these
institutions are outside the regulatory jurisdiction of the central
bank. With few exceptions, the regulatory and supervisory frame-
work that governs the operations of these NBFIs is also not as
comprehensive and well-defined as that for banks in a majority of
countries in the SEACEN region . It has been further argued that,

M

1. The regulatory and supervisory framework that governs the operations of those non-
bank financial institutions which have quasi-banking functions (NBQBs) is well
defined in Book IV of the Manual of Regulations for Banks and Other Financial
Institutions of the Central Bank of the Philippines.



if the monetary policies are applied to the commercial banks alone,
there is likely to be a shift of some of the regulated business away
from banks towards these NBFIs, thus posing a difficult problem to
the monetary authorities in implementing monetary policy.

1. Objectives of the Research Project

Implementation of monetary policy in the SEACEN countries is
basically centred on the commercial banking sector. However, re-
cent developments have seen the emergence of NBFIs as one of the
important financial intermediaries. Accordingly, their role in the
financial sector will certainly have some implications for monetary
policy.

It has been, further, argued that the rapid expansion of financial
intermediaries other than commercial banks has undermined the
effectiveness of monetary policy when these institutions lie outside
the supervisory jurisdiction of the monetary authorities. The rapid
growth of NBFIs has, therefore, been a matter of concern to the
regulatory authorities and they feel that there is need for these
NBFIs to be adequately controlled and supervised. As indicated in
the terms of reference approved by the Board of Governors of the
South-East Asian Central Banks (SEACEN) Research and Training
Centre, “this project will examine the impact of these institutions on
the effectiveness and efficiency of monetary management in the
region”. In other words, the aim of the project is to study the impli-
cations for monetary policy by examining whether the growth of
NBFIs in the SEACEN countries has increased the difficulty of a
central bank’s tasks in implementing monetary policy or eased their
role in ensuring financial intermediation in an optimum manner;
and also to examine the need to regulate the NBFIs in order to
achieve an effective and efficient monetary management.

2. Scope and Organisation of the Study

This study is an in-house research project. Therefore, a question-
naire requesting institutional data required for this study was sent
to member banks and monetary authorities; and responses were re-
ceived from Bank Indonesia, Bank Negara Malaysia, Nepal Rastra
Bank, the Central Bank of the Philippines, Central Bank of Sri
Lanka and the Bank of Thailand. In the ecase of Singapore, the
NBFIs of vital importance are fully regulated and supervised by The
Monetary Authority of Singapore. There is no unregulated or ‘curb’



market. There is also no credit rationing or allocation system as
such that may encourage the growth of NBFIs. Therefore, little
scope existed in Singapore for monetary policies to be hampered by
the presence of unregulated or semi-regulated financial activities.
Accordingly, as suggested by The Monetary Authority of Singapore,
Singapore has been excluded from this study. Also, taking into
account non-participation of Myanmar, the scope of the study is,
therefore, limited to six countries.

The responses to questionnaire sent to member banks indicated
that the growth in NBFIs has not affected the representativeness of
present monetary aggregates as monetary indicators. Financial
intermediation too is still in small scale and the extent of disinter-
mediation is negligible. Further, the growth of NBFIs has not pro-
ceeded to the stage where the demand for money function has be-
come unstable. The responses to the questionnaire also indicated
that the distinction between banks and NBFIs in the SEACEN
countries is not breaking down to that extent as in the industrial
countries, where this breakdown has a profound impact on the
narrow aspects of monetary policy. In other words, the distinction
between banks and NBFIs seems to be still a clear and valid one.
The responses to the questionnaire also revealed that, there is no
indication of a destabilizing systematic shift from demand deposits
to claims against NBFIs and they do not create money in the same
way that the commercial banks do. The responses further revealed
that the activities of NBFIs do not exert a significant impact on
monetary developments since the market share, both in credit and
deposit markets, is very low.

Similarly, the responses to the questionnaire indicated, due to
. the predominance of commercial banks, that the regulatory condi-
tions imposed on commercial banks have not diminished their role
relative to NBFIs and the monetary aggregates have not been rede-
fined even with the presence of financial instruments or claims of-
fered by NBFIs, that are close substitutes to deposits. Further, the
ability of the central bank to control monetary aggregates has not
been generally impaired by the growth of deposit substitutes and
their potential effects on the money multiplier is not very significant
(because of the low proportion of its share to total financial claims).
Therefore, in view of the responses to the questionnaire sent by
member banks, it seems that the implications will be more profound
to the monetary policy part of supervision and regulation. The pro-
liferation of these NBFIs, might generate greater risk of defaults
and failures, thus creating problems for supervision of these institu-



tions. Therefore, the scope of this study was also centred to examine
some aspects of the monetary policy part of supervision and regula-
tion posed to the monetary authorities by the rapid growth of these
institutions.

It should be noted that the responses to the questionnaire did not
. indicate a wide scope of enquiry to analyse the impact of the growth
of NBFIs on the effectiveness of monetary policy. Therefore, some of
the examples, where relevant from the experience of more developed
countries to illustrate the issues associated with the growth of
NBFIs have been drawn at times. Further, although the study is
basically an analytical undertaking which focusses on the experi-
ence of the SEACEN countries, some discussion on the critical as-
pects of NBFIs and its impact on monetary policy of relevant compa-
rable countries is also included. This is to provide a better under-
standing of the concept and rationale of the monetary policy impli-
cations as a result of the growth of NBFlIs.

Accordingly, the project is divided into two parts. The first part
presents a general overview of the role and status of NBFIs in the
SEACEN countries. This part incorporates - rationale and objectives
of establishing NBF1Is; definitional and conceptual aspects of NBFIs;
and the role of NBFIs and nature of competition. Part two attempts
to analyse the implications for monetary policy as a result of the
growth of the NBFIs. This part comprises - nature and status of the
factors affecting monetary management; growth of NBFIs and their
effect on the credit multiplier; and overall issues and problems
associated with the growth of NBFIs.

3. Limitations of the Study

As highlighted in the SEACEN Seminar on NBFIs held in June
1985 in Colombo, the NBFIs in the SEACEN region has grown
rapidly and played an important role in rendering services to the
economy as financial intermediaries. However, as indicated in the
initial terms of reference for the current research project, the inclu-
sion of NBFIs in the financial sector has raised some questions
relevant in monetary policy, such as:

1. Is the currently adopted monetary policy, which is mostly
centered on the banking system, still effective?

2. Has the deregulation policy, recently adopted in some
SEACEN countries, improved the competitiveness of banks?



3. Does the increasing role of NBFIs in financial interme- diation
lead to a more efficient financial sector?

4. Does the monetary authoerity need to regulate the NBFIs in
order to achieve an effective and efficient monetary manage-
ment, and in what way?

Therefore, the current study proposal had been framed around
these questions for which answers were being sought. However,
based on the comments and suggestions sent by the member banks
and monetary authorities the study has also tried to minimize, as
much as possible, the possible duplication of an earlier study by The
SEACEN Centre completed in 1986 on “The Financial Structure
and Its Implication for Monetary Policy in the SEACEN Countries”.
Furthermore, the overlap with another study on “Deregulation in
the Financial System of the SEACEN Countries” has also been
minimized. Therefore, the present study is confined to the analysis
of implications for monetary policy as a result of the growth of these
NBFIs and rationale for regulating these NBFIs, exactly in the
same way as the banking institutions, taking into consideration the
issues associated with the problems for monetary control and pru-
dential regulation.

Most of the information that are available from in-house sources
are related only to those institutions which are under the regulatory
jurisdiction of the monetary authorities. Therefore, the study uses
aggregate data and information. These data too being rather scanty
and in view of time constraints, the present study could not accom-
modate all the comments and suggestions made by member central
banks in view of their diversified nature. Nevertheless, those com-
ments which were of common nature and also related to the basic
scope of the project, namely the monetary policy implication and
prudential regulation, have been incorporated.

II. RATIONALE AND OBJECTIVES OF ESTABLISHING
NON-BANK FINANCIAL INSTITUTIONS (NBFIs)

1. Spirit and Objectives for Establishing NBFIs

The financial system in the SEACEN region has historically evolved
under the impetus of economic, social and institutional forces that
are by no means uniform across the SEACEN countries. Financial
institutions of various types emerged with different types of finan-



cial instruments. There is further specialization among different
segments of the financial system, the degree of which has varied
from country to country in the SEACEN region. The type of banking
that became prevalent before the emergence of the NBFIs was
‘commercial’ with the sole accent on short-term credit to trade and
industry, the underlying theory being that credit should be ‘self-
liquidating’. Accordingly, the commercial banks refrained from
explicit financing fixed capital formation because it would lock up
banks’ funds, contrary to the tenets of ‘sound’ commercial banking
as reflected in the ‘golden role of banking’. Using short-term over-
draft as the major method of lending, commercial banks, however,
cannot venture too far in their lending business than catering
mainly for the commercial sector, both domestic and international.
They also have a legitimate excuse in that their funding - con-
strained by official regulation on the rate of interest - is only of
short-term nature, and caution and prudence restrain them from
going into medium-term and long-term development finance.

One of the fundamental objectives of establishing NBFls, is
therefore, the need to gear the operations of these institutions along
those market segments requiring long-term or development fund-
ing, consumer financing and small and venture financing. In other
words, the rationale behind the establishment of NBFIs was to
supplement the role of commercial banks. The NBFIs of develop-
ment type banks were, therefore, established to fill the gap in finan-
cial need and to provide related supportive services that ordinary
banks cannot handle. Most of these NBFIs are established to help
stimulate the emergence of the missing ingredients necessary for
development. These include varying mixes: capital, entrepre-
neurship, technological and managerial capabilities, capital market
activity, long-term consumer credit and underwriting and broker-
ages. Further, whenever private funds are lacking, the Government
usually intervened and established required institutions and most
often NBFIs were established by specific Acts for either develop-
mental or promotional purposes. In some SEACEN countries even
the commercial banks tried to boost their lending by setting up
subsidiaries designed to provide intermediate-term and long-term
loans, in addition to their existing practice of lending on a ‘roll over’
basis under which ostensibly short-term credit can be utilized for
long-term purposes. Although, various forms of finance companies
in the SEACEN countries are at a better position to draw more long-
term funds than commercial banks, the funding of these companies
is in reality not as long-term as expected to be.



Therefore, the objective of establishing a number of specialized
development type NBFIs like industrial development institutions,
insurance companies and agricultural development institutions, is
basically to provide medium- and long-term credit to the industrial
and agricultural sectors. NBFIs have, therefore, evolved to fulfil
requirements of the growing SEACEN economies which were not
met or not adequately provided by banks. Further, the establishing
of NBFlIs also sprang from various regulations imposed by the gov-
ernment which restricted the scope of operations of banks. Looking
at the objectives of establishment of few major NBFIs in the
SEACEN countries, there exists a common thread of similarity,
however, with some minor exceptions.

In Indonesia, the main objective of establishment of NBFIs of de-
velopment finance type is to concentrate on medium- and long-term
financing and equity participation in other companies, whereas the
objective of NBFIs of investment finance type is to act primarily as
brokers in the issuance of short-term securities (promissory notes)
and as underwriters in the sale of short-term securities. In other
words, the establishment of these non-bank financial institutions
has the objectives of supporting the development of money and
capital markets and the rendering of the services related thereto.
Leasing companies were established with an objective to promote
business activities and thereby increase their role in the develop-
ment efforts to meet the increasing financial requirements. In
Malaysia, the primary objective of establishing specialized financial
institutions is to provide term capital, participation in equity capital
and underwriting, and to provide a range of financial services which
are normally not provided or adequately provided by the commercial
banks and the finance companies. The objectives of establishing
other type of NBFIs like provident, pension and insurance funds are
to provide social security in the form of retirement, medical, death
or disability benefits. The rationale of establishing two NBFIs in
Nepal namely, Nepal Industrial Development Corporation (NIDC)
and the Agricultural Development Bank (ADB) was motivated by
the same factors. In other words their objective is to make available
long-term capital funds to industrial and agricultural sectors. Simi-
larly, the Employees Provident Fund (EPF) and the National Insur-
ance Corporation (NIC) were established to provide social security
and mobilize domestic resources.

The various non-bank financial intermediaries established in the
Philippines have, however, different objectives. Investment houses
have been established to develop capital markets, whereas the in-



vestment companies were established to trade in securities. The
primary objective of establishing finance companies is for the pur-
pose of extending credit facilities to consumers and to industrial,
commercial or agricultural enterprises by discounting or factoring
commercial papers and accounts receivables or by buying and sell-
ing contracts, leases of various types. The securities dealers/brokers
are established with the objectives of buying and selling securities of
another or acquiring securities for the purpose of reselling or offer-
ing for sale to the public or otherwise dealing or trading in securities
for profit. While a broker is a pefson engaged in the business of
effective transaction in securities for the account of others. The fund
managers are established in order to engage in the business of
administration and management of property, or money as its
equivalent as agent as representative of the owner as of a third
person. The lending investors, on the other hand, are established to
make a practice of lending money for themselves or others, usually
utilizing their own capital to extend all types of loans, generally a
short-term and without collateral. The pawnshops are established
to engage in the pawnbroking/pawnbrokerage or the business of
lending money against property delivered on security or pledge. The
establishment of government NBFIs (e.g, the National Development
Corporation, the National Home Mortgage and Financing Corpora-
tion, the National Home Mortgage and Financing Corporation and
the Philippine Veterans Investment and Development Corporation)
are based on special laws or charter. The objective of establishing
the venture capital corporation is for the purpose of developing,
promoting and assisting small and medium scale enterprises
through debt or equity financing.

The objective of establishing long-term credit institutions in Sri
Lanka has been to provide long-term loans to agricultural and in-
dustrial ventures. The establishment of the State Mortgage and
Investment Bank (SMIB)) was to extend credit for the purpose of
agricultural and industrial development and also to lend for purpose
relating to the construction of dwelling houses. The objective of
setting up the Development Finance Corporation (DFC) was to
provide long-term investment capital requirements of the private
sector. On the other hand, the establishment of the National Devel-
opment Bank of Sri Lanka (NDB) was to promote the industrial,
agricultural, commercial and other developments of the economy,
having regard, inter-alia, to the development of the rural sector. The .
objective of establishing finance companies, however, has been to
concentrate on the area of hire purchase activities. The Housing

10



Development Finance Corporation (HDFC) has been established for
the purpose of promoting construction of dwelling houses and facili-
tating the financing needs of the housing sector.

The number of specialized development banks in Thailand, how-
ever, were designed to fill the gap in financial needs and to provide
related supportive services that ordinary banks cannot handle. The
Industrial Finance Corporation of Thailand (IFCT) has the objec-
tives of providing medium- and long-term credit to the industrial
sector, and assisting in the establishment of new industrial ven-
tures. The Bank for Agriculture and Agricultural Cooperatives
(BAAC), on the other hand, is obliged to tread carefully along the
line separating bankable and non-bankable projects for agricultural
undertakings. The finance companies in Thailand, however, are
established to cater financial and other supportive needs to the
sectors that commercial banks cannot provide. As stated in the
announcement of the National Executive Council Np. 58, finance
companies are the institutions that mobilise fund to finance com-
mercial business, projects for country’s development, consumer
needs and housing. These are the main NBFIs to finance hire pur-
chase and also for long-term loans for purposes other than direct
consumption. In other words, the objectives of those NBFIs, which
have been established by a special Act, have been to provide special-
ized financial services in certain areas - e.g., the Government Sav-
ings Bank (GSB), the Bank for Agriculture and Agricultural Coop-
eratives (BAAC), the Government Housing Bank (GHB), the Indus-
trial Finance Corporation of Thailand (IFCT). On the other hand,
those NBFIs which have obtained licences to operate certain finan-
cial businesses under the authorization of the law, work in accor-
dance with the area of authorization. For instance, life insurance
companies, pawnshops, warehouses, finance companies and credit
foncier companies are meant for these areas. Those NBFIs set up by
law as specialized financial institutions are specifically for either
developmental or promotional purposes. The objectives of two
NBFIs namely, the Government Savings Bank (GSB) and the Gov-
ernment Housing Bank (GHB) are to provide loans to the govern-
ment and provide credit to middle income groups for acquiring
houses.

Thus, various types of NBFIs have been established in the
SEACEN countries with different settings of rationale and objec-
tives.
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2. Factors Leading to the Emergence and Growth of NBFIs

The shortage of medium- and long-term finance in most of the coun-
tries in the SEACEN region has long been a bottleneck to the devel-
opment of the industrial and agricultural sectors. The countries in
the SEACEN region has, therefore, established various types of
NBFIs to cater to these sectors. It may be recalled that commercial
banks’ lending tends to be of short-term nature because of their
short-term fundings. With the securities market in an embryonic
stage in a majority of the countries in the SEACEN region, special
institutions have to be established to channel funds into the agricul-
tural and industrial sectors. The provision of consumer finances has
been implemented through the establishment of finance companies.
Provisions of social security in the form of retirement, housing,
medical, death or disability benefits were the major factors behind
the establishment of NBFIs like provident and pension funds, hous-
ing finance companies and insurance companies. These NBFIs,
therefore, emerged out of the necessity to have specialized financial
institutions to cater for the diversified needs of financial services.

Some of these institutions also emerged in response to some fail-
ures by the banking system to meet the genuine needs of the econ-
omy because of their limitation either by their nature or by law to
provide the services. In other words, “... a failure that is due either
to legal restrictions on the activities of banks, or to self-imposed
limitations by the banks themselves related to their prudent view of
what constitutes sound banking practice, or in some cases to a
conservative or complacent attitude by banks that enjoy a quasi-
monopolistic or oligopolistic position”. 2/ Most of these institutions
have emerged in response to market demand and developmental
and promotional needs of the economy. Usually, their growth re-
flects the economic advantages of specialization. These institutions
have been established with government support by a Special Act to
provide specialized financial services in certain areas and also to
operate certain financial business under the authorization of law.
The emergence of these institutions in some countries in the
SEACEN region (e.g. Nepal, Thailand) is the outcome of deliberate
policies of the governments to cater to the financial and other sup-
portive needs of specific sectors of the economy.

2. Alexander Mountford. “Non-Bank Financial Intermediaries and Monetary Policy:
Concepts and Issues”. In Report on the Seminar on Non-Bank Financial Institutions
and Monetary Policy. Kuala Lumpur: The SEACEN Research and Training Centre,
September 1985, p. 61.

12



Further, there is no adequate flow of credit from the banking in-
stitutions to certain leading sectors (e.g. agriculture, industry) re-
quired by the growing SEACEN economies. These are usually the
areas requiring longer-term funds. Lending to such sectors requires
a different attitude towards risks of intermediation. Finance compa-
nies, no doubt, are in a better position to draw more long-term funds
than commercial banks and may list development finance as one
field of their activities. But the funding of finance companies in the
SEACEN countries is in reality not as long-term as expected to be.
Their long-term lending amounted to only a meager proportion of
their total credit extension. However, with the development of an
economy there is a corresponding increase in the need for long-term
funds. Since traditionally, commercial banks only provide working
capital for established industries they are becoming increasingly
inadequate to meet the demand for long-term credit as private and
public enterprises grow and gather momentum. This in turn in-
creases the scope for the establishment of NBFIs. Intermediary
activities in the SEACEN region has been further encouraged with
the increased demand for services which are normally beyond the
scope of commercial banks, such as hire-purchase facilities, life
assurance protection, provident and pension funds facilities, hous-
ing finance and other long-term finance schemes. Some countries in
the SEACEN region have moved towards the universal banking
concept. Nevertheless, the emergence of various NBFIs in the Phil-
ippines is a clear indication of the inadequacies of services of banks.
Therefore, the underlying factors behind the emergence of non-bank
financial institutions in the SEACEN countries can be attributed to
the felt needs or demands for other services which were not provided
by the commercial banks, and to the response or reactions on the
opportunities brought about by various portfoho regulations on the
banking system.

The establishment of NBFIs also sprang from various regulations
imposed by the government which restricted the scope of operations
of banks. When foreign banks were restricted to open branches in
some countries in the SEACEN region, they were able to circumvent
the Banking Act and other restrictions by opening non-bank type of
financial institutions and drawing funds from the public through
the issuance of instruments other than deposits such as promissory
notes. The establishment of finance companies by the foreign banks
in Thailand can be taken as an example

Similarly, the first non-banks were established as joint ventures
of domestic banks and enterprises and foreign banks in Indonesia.
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As already mentioned, various regulations in the form of interest
rate ceilings and enforced areas of specialization to prohibitions on
branching and entry of foreign banks were also some of the factors
behind the emergence of these NBFIs. For instance, in the Philip-
pines, during the period when ceilings on interest rates were im-
posed, a new type of financial instrument was first issued by NBFIs
and fetched higher interest rates because they were not initially
subjected to interest rate ceilings. Hence, the factors behind the
establishment of these institutions was to supplement the role of
commercial banks to meet the diversified needs of the economy
because of some legal restrictions imposed on the activities of com-
mercial banks as well as some form of prudential limitations im-
posed by the banks themselves. In other words, most of the special-
ized NBFIs have emerged in response to market demand and devel-
opment and promotional needs of the economies. The establishment
of these institutions were often encouraged by the governments with
the increased demand for services which are normally beyond the
scope of commercial banks.

III. DEFINITIONAL AND CONCEPTUAL ASPECTS OF
NON-BANK FINANCIAL INSTITUTIONS (NBFIs)

1. Legislative Features in the Definition of ‘Banks’ and ‘Non-
Banks’

There seems to be no uniform and generally agreed comprehensive
definition of a ‘non-bank’ financial institutionin all the SEACEN
Countries. The prevailing definitions too vary from country to coun-
try. Some of these institutions perform functions that overlap with
those of banks. Some create financial instruments that are close
substitutes for money. The impacts of NBFIs develocpment on mone-
tary management in the SEACEN countries are, therefore, not
comparable. In this regard, the International Monetary Fund (IMF)
classification of financial institutions published in the International
Financial Statistics (IFS) may throw some light.® It uses a func-
tional classification that permits a clear differentiation of various
categories of institutions. Two broad distinctions are drawn, firstly,
between “deposit money banks” and “non-monetary financial insti-
tutions”. The latter category is sub-divided into “other bank-like
institutions” and “non-bank financial institutions.

3. International Monetary Fund. A Guide to Money and Banking Statistics in Interna-
tional Financial Statistics. Washington, D.C.: IMF, December 1984, pp. 29-39.
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However, this classification too does not lead to a universally ap-
plicable definition of a ‘non-bank financial institution’ in many coun-
tries in the world. Therefore, for the purpose of analysis, it may be
useful to start from a simple definition of banks, and see how the
non-banks can be differentiated in the SEACEN countries, In other
words, the task of defining a non-bank financial institution has to be
approached by looking into the definition of a ‘bank’ which is statu-
torily provided in almost all the countries in the SEACEN region.
The important distinguishing features of banks in those countries
are that they accept deposits, particularly demand deposits, operate
on the basis of fractional reserves, and are governed by reserve
requirements imposed by the regulatory authority. Therefore, they
are also able to ‘create money’. But some of the NBFIS that are
engaged in banking business in the SEACEN countries are also in a
position to ‘create money’ in the same way as the banks by accepting
various types of deposits. If, however, one starts with a negative
definition of a ‘non-bank financial institution”, as an institution
outside the banking system, a wide range of NBFIs emerge in the
SEACEN countries. These are generally the alternative payment
mechanisms (e.g., postal giro, travellers’ cheques, credit cards, etc.)
thrift institutions (e.g., savings banks, credit cooperatives, savings
and loan associations, etc.); consumer finance companies; pawnbro-
kers/money lenders; specialized private sector institutions (e.g.,
trust, leasing, factoring companies, etc.); insurance companies;
pension and provident funds; specialized government financial in-
stitutions (e.g., development banks, agricultural and industrial de-
velopment institutions, etc.); security dealers/brokers; and venture
capital corporations. Although the historical distinction between
‘banks’ and ‘non-banks’ has been gradually eroding in the industrial
countries, this distinction seems to be still meaningful in most of the
countries in the SEACEN regions. Therefore, it is worthwhile to
look at the legislative features in the SEACEN countries in the
definition of ‘banks’ and ‘non-banks’, which is usually stated in their
respective statutes.

Indonesia

The legal framework for the establishment of NBFIs in Indonesia is
based on the Ministerial Decree No. Kep - 38/MK/IV/1//1972.NR.
Issued by the Minister of Finance on 18 January 1972. Under this
decree two types of NBFIs namely the development finance type and
the investment finance type were established. The development
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finance type institutions are engaged primarily in granting medium
and long-term loans and in participating as intermediaries in un-
derwriting business. Both types of institutions are not permitted to
accept demand deposits, time deposits, or savings deposits. In other
words, NBFIs are not allowed to do banking business, such as cre-
ating money, in precisely the same way as the banking institutions.
Also, they do not issue claims to the public which are close substi-
tutes for money. However, under the recent deregulatory measures
of 27 October 1988 the finance companies are allowed to open
branch offices in prescribed areas and they are also authorized to
issue certificate of deposits (CDs).

On the other hand, the legislative definition of ‘banks’ as incorpo-
rated in the Act No. 14 of 1967 mentions that, “a ‘bank’ is a financial
institution, the main business of which is to grant credits and ren-
der services in the traffic of payments and the circulation of money”.
Accordingly, the following financial institutions fall within the legal
framework for the establishment of NBFIs in Indonesia:

1. Finance Companies:
Development Type, Investment Type, Other Finance Com-
panies;

2. Pension and Provident Funds;

3. Insurance Companies;

4. Leasing Companies; and

5. Pawnshops.

In other words, the NBFIs are classified and defined in the nega-
tive way as all those financial intermediaries which are not banking
institutions. They are primarily engaged in extending medium-term
and long-term loans which are financed by issuance of securities
(promissory notes and bonds). However, they are not permitted to
accept demand, time, or savings deposits. The distinction between
banks and non-banks is still a meaningful one in Indonesia.

Malaysia

The NBFIs in Malaysia have to be defined negatively as against the
legislative definition of a ‘bank’. In the Banking Act, 1978, a ‘bank’
is defined as, “any person who carries on ‘banking business’ and
‘banking business’ means the business of receiving money in any
currency on current or deposit account, paying and collecting
cheques drawn by or paid in by customers, and making advances to
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customers and include such cther business as the Central Bank,
with the approval of the Minister may prescribe for the purpose of
the Act”. However, there is no legislative definition for non-bank
financial institutions. Therefore, NBFIs in Malaysia may be defined
negatively as all those institutions which do not conduct ‘banking
business’. Accordingly, the following financial institutions fall
within the above definition of ‘non-banks’

. Finance Companies;

. Discount Houses;

. Provident and Pension Funds;

. Insurance Funds;

. Development Finance Institutions;

. Savings Institutions (the National Savings Bank, Post Office

Savings Banks, Deposit Cooperatives, etc.);

7. Specific Financial Intermediaries (Unit Trusts, Building
Societies, etc.);

8. Leasing Companies; and

9. Stock Exchange, and Money and Forelgn Exchange Brokers.

Sy Tt W N

From the above claSSIﬁcatlon, it can be seen that non-banks in
Malaysia do not accept demand deposits, and also do not engage in
merchant banking business but operate within the financial mar-
kets. The NBFIs do not issue promissory notes or negotiable certifi-
cates of deposits (NCDs). But although finance companies and
merchant banks cannot operate current accounts, they are classified
under ‘banking institutions’. But for the purpose of analysis, finance
companies have been treated here as ‘non-banks’. Some non-banks,
such as the National Saving bank (NSB) do issue claims namely
premium savings certificates, which are close substitutes for money.
The merchant banks, with a minimum capital of M$30 million are
allowed to issue NCDs with effect from 1 February 1987. However,
with effect from 1 May, 1988, the supervision of the insurance sector
was transferred from the Treasury to Bank Negara Malaysia. In
this respect, the supervisory framework too was not a clear guide-
line for the exact definition of a ‘non-bank’. Therefore, it has to be
deduced from the definition of a ‘bank’ as specified in the statute.
The main factor in the process of demarcation between ‘banks’ and
‘non-banks’ has to be approached by looking at the fact that,
whether demand deposits are accepted by the respective financial
institution or not.
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Nepal

In the case of Nepal, the commercial banks which accepts demand
deposits constitute the only financial institutions under the ‘bank’
classification. The Commercial Bank Act, 1974, promulgated on 21
October 1974, has defined a ‘bank’ as “an institution licensed to
accept deposits, exchange money, extend loans and entitled to carry
out other commercial banking transactions”. However, the non-
bank financial institution such as the Agricultural Development
Bank is also engaged in banking business by accepting deposits
although they are classified as ‘non-banks’. Although the word
‘bank’ has been put in the corporate name of some NBFIs (e.g., the
Agricultural Development Bank), it is classified as a ‘non-bank’.
However, the NBFIs are mostly established under separate Acts
and they are generally restricted from conducting commercial bank
activities. The commercial banking activities of the NBFIs (e.g., the
Agricultural Development Bank) are solely under the jurisdiction of
the Central Bank. The investment activities of these institutions,
however, do not come under the supervisory jurisdiction of the
monetary authority. Nevertheless, although there is not a clear cut
definition of NBFIs in the legislative framework, these institutions
are usually defined as, “those institutions established with the
purpose of providing credit to agriculture, industry, co-operatives or
other particular spheres of economic activities and or taking depos-
its”. Accordingly, the NBFIs have been classified as follows:

. Agricultural Development Bank (ADB);

. Nepal Industrial Development Corporation (NIDC);
. Employees’ Provident Fund (EPF);

. Nepal Insurance Corporation (NIC);

. Credit Guarantee Corporation (CGC);

. Securities Exchange Centre (SEC);

. Post. Office Savings Scheme;

. Co-operative Credit Societies; and

. Informal Money Markets or Curb Markets.

O 00 =10 Ul 0O

In other words, the NBFIs can be broadly classified into develop-
ment banks, contractual savings institutions, thrift or savings insti-
tutions and securities exchange mechanisms. The development
banks are the specialized term lending institutions. The contractual
savings institutions provide social security, dealing in savings that
mature upon fulfilment of certain contracts. The major distinguish-
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ing feature of the NBFIs in Nepal is that they do not accept demand
deposits.

Philippines

In the Philippines, the ‘non-banks’ are formally known as ‘non-bank
financial intermediaries’. Philippines is the only country in the
SEACEN region, which has incorporated a definition of a ‘non-bank
financial intermediary’ in its legal framework or statute. However,
it wili be useful to start with the legislative features of the definition
of ‘banks’ in order to arrive at a clear picture about what really
constitutes ‘non-banks’ in the financial system of the Philippines.

The General Banking Act or Republic Act (RA) 337 * provides that
“banking institutions shall be comprised of entities duly authorized
by the Monetary Board of the Central Bank to engage in the lending
of funds obtained from the public through the receipt of deposits of
any kind, and of all entities conducting such operations”. “As such,
they shall be subject to the provisions of RA 337, of the Central Bank
Act, (Rep. Act 265 as amended) & and of other pertinent laws. The
terms ‘banking institution’ and ‘bank’ are considered synonymous
and interchangeable by this act and which for purposes of uniform-
ity, simplicity and equality of treatment, shall include the following
categories of banks:

{a) Commercial Banks;
(b) Thrift Banks, composed of:
(1) Savings and Mortgage Banks,
(2) Stock Savings and Loan Associations, and
(3) Private Development Banks;
(¢) Rural Banks;
(d) Branches and Agencies in the Philippines of Foreign Banks;
and
(e) Specialized Government Banks.

4. Republic Act 337, as amended by RAs No. 4879 and 4910, PDs 71, 515, 865-B and
1317, 1795 and 1828 and BP. Blg. 61, is an act regulating banks and banking institu-
tions and for other purposes.

5. Republic Act 265, as amended by PDs No. 72, 1007 and 1282, B.P. Bldg. 67 and PDs
No. 1771 and 1827, is an act establishing the Central Bank of the Philippines, defining
its powers in the administration of the Monetary and Banking System, amending
pertinent provisions of the Administrative Code with respect to the Currency and
Bureau of Banking, and for other purposes.
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The following entities are considered as “non-banking institu-
tions” by RA 337 and, likewise, shall be subject to specific regula-
tions by the Monetary Board:

(a)

(b)

(c)

“Entities regularly engaged in the lending of fund or purchas-
ing of receivables or other obligations with funds obtained
from the public through the issuance, endorsement or accep-
tance of debt instruments of any kind of assignments or of
assignments or similar instruments with recourse, trust cer-
tificates, or of repurchase agreements, whether any of these
means of cbtaining funds from the public is done on a regular
basis or only occasionally;

Entities regularly engaged in the lending of funds which re-
ceive deposits only occasionally; and

Trust companies, building and loan associations and non-
stock savings and loan associations, but such non-deposits ac-
cepting entities shall continue to be supervised and regulated
by the Monetary Board under the pertinent provisions of RA
337, and/or RA 265 as amended and 3779".8

Further, entities which can be classified under any of the above,
and whose principal functions include “the lending, investing or
placement of funds or evidences of indebtedness or equity deposited
with them, acquired by them, or otherwise coursed through them,
either for their own account or for the account of other” 7 shall be
called non-bank financial intermediaries. Specifically, the non-bank
financial intermediaries shall include the following:

m e ae T

h.

Investment Houses;

Finance Companies;

Investment Companies;

Security Dealers;

Security Brokers;

Pawnshops;

Fund Managers (Employed Welfare, Pension and Trust
Funds);

Lending Investors;

6. Republic Act 3779 provides for the regulation of the organization and operations of
Savings and Loan Associations.
7.Per definition of financial intermediary in Sec. 2-D of RA 337.
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i. Non-stock savings and loan associations;

J. Mutual building and loan associations, synonymous with

Building and Loan Association;

Private Insurance Companies;

Government Non-Bank Financial Institutions - consist of the

Government Service Insurance System (SSS), the National In-

vestment Development Corporation (NIDC), the Philippine

Veterans Investment Development Corporation (PHIVIDEC),

the National Home Mortgage Finance Corporation (NHMFC)

and the National Development Corporation; and

m. Venture Capital Corporations - refers to any entity organized -
jointly by private banks, the National Development Corpora-
tion, and the Technology Resource Center and/or such other
government agency as may be authorized by the appropriate
authority, the primary purpose of which is to develop, promote
and assist, through debt or equity financing or any other
means, any small and medium-scale enterprise in the country.

=

However, in the Philippines, there are two types of NBFIs. Those
NBFIs which are engaged in banking business are called NBFIs
with quasi-banking functions (NBQBs). These NBQBs are clearly
distinguished from those NBFIs which do not have quasi-banking
functions. Quasi-banking functions are defined as borrowing funds,
for the borrowers own account (i.e., obtaining or raising funds with
the assumption of liability in one’s own capacity and not in repre-
sentation, or as an agent or trustee of another). The methods of
borrowing are through the issuance endorsement or acceptance of
debt instruments of any kind other than deposits (e.g., deposit
substitutes) which commercial banks are also allowed to accept,
from twenty or more lenders at any one time. These deposit substi-
tutes are: promissory notes, certificates of assignment\participation
with recourse, repurchase agreements, and such other instruments
as the Monetary Board may determine.

Sri Lanka

The non-bank financial institutions in Sri Lanka provide a wide
range of financial services from collecting savings from the public to
channelling such funds as credit to the economy. The non-bank
financial institutions are not generally permitted to accept demand
deposits and therefore cannot create deposits and credit in the proc-
ess. The finance companies, however, are allowed to mobilize depos-

21



its by issuing Certificates of Deposits (CDS). However, there is no
clear legislative definition in regard to non-bank financial institu-
tions in Sri Lanka. One has to go again by looking at the definition
of banks as incorporated in the law.

According to Section 127 of the Monetary Law Act No. 58 of 1949,
‘a banking institution’ means:

(a) any commercial bank;

(b) any agency or institution acting on behalf of the govern
ment which makes loans advances or investment or accepts
money deposits from the public; and,

(¢) person or body of persons declared as a banking institution by
the Minister in charge of the subject of Finance and Planning.

In this context, NBFIs can be regarded as those financial institu-
tions which are not permitted to accept demand deposits, issue
cheques or engage in foreign exchange transactions. In terms of the
Section mentioned above only the following institutions can be clas-
sified as non-bank financial institutions in Sri Lanka:

1. Finance Companies;
2. Insurance Corporations; and
3. The Employees Provident Fund.

As mentioned earlier, the Monetary Law Act of Sri Lanka con-
tains a definition of a ‘banking institution’. However, that definition
is meant only for the interpretation of the provisions of the Act and
does not capture the characteristics attributable to an NBFI. But,
savings banks or thrift banks, development banks, development
finance corporations, merchant banks, state mortgage and invest-
ment banks are classified as ‘banking institutions’. Most of the
institutions that are classified under ‘banking institution in Sri
Lanka’ are treated as non-bank financial institution in other
SEACEN countries. For instance, development banks, mortgage
and investment banks are treated as NBFIs in other SEACEN
countries. Therefore, the clear cut distinguishing feature of non-
banks from banking institutions is the restriction of accepting
demand deposits by these NBFIs.

Thailand

Thailand follows a broader definition of ‘banks’ compared to other
countries in the SEACEN region. Commercial banking means, “the
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husiness of accepting deposits of money subject to withdrawal on
demand or at the end of a specified period of time and employing
such money in one or several ways”, such as:

(a) granting of credits;

(b) buying and selling of bills of exchange or any other negotiable
instrument; and

(c) buying and selling of foreign exchange.

On the other hand, the non-bank financial institutions in Thai-
land are usually classified into three groups:

1. Those NBFIs which are specialized financial institutions that
have been set up by the law specifically for either developmen-
tal or promotional purposes. The various financial institution
under this category are:

(a) The Government Savings Bank (GSB),

(b) The Bank for Agriculture and Agriculture Cooperatives
(BAAC),

(c) The Government Housing Bank (GHB), and

(d) The Industrial Finance Corporation of Thailand (IFCT);

2. Those NBF1s which have obtained a licence to operate certain
financial business under the authorization of law, such as:

(a) Life Insurance companies,

(b) Pawn shops,

(¢) Warehouses,

(d} Finance companies,

(e) Securities companies, and

(f) Credit Foncier companies; and

3. Those undertakings that operates any kind of financial busi-
ness without the proper authorization of law, such as curb
market or unorganized money market, credit revolving rotat-
ing schemes, illegal finance companies, etc..

From the above classification, it shows that the countries in the
SEACEN region classify non-banks in different ways. One financial
intermediary in one country may be classified as a ‘bank’, while a
similar institution has been categorized as a ‘non-bank’ in another
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country. For instance, finance companies and merchant banks in
Malaysia are classified as ‘banking institutions’, whereas these
institutions in other SEACEN countries are classified as ‘non-
banks’. Similarly, those institutions which have the word bank’ in
their corporate name has been classified as ‘non-banks’ in some
countries. For instance, the Agricultural Development Bank in
Nepal and the Government Savings Bank and the Government
Housing Bank in Thailand are treated as NBFIs. Further, some
types of NBFIs having developmental and promotional characteris-
tics have been classified as ‘banks’ merely because they have the
word ‘bank’ in their corporate name. Even if banking business has
been defined (implicitly or explicitly) as the business of receiving
current or demand deposits in almost all the SEACEN countries,
some of those financial institutions which offer demand deposits are
classified as non-bank financial institutions. For instance, the Gov-
ernment Savings Bank (GSB) and the Government Housing Bank
(GHB) in Thailand offer demand deposits. Both are deposit banks,
but they are not under the Bank of Thailand supervision. In conse-
quence, they have been defined as non-bank financial institutions.
The definition and classification of non-bank financial institu-
tions, therefore, vary from country to country in the SEACEN re-
gion. The definitions stated in the respective statutes of the
SEACEN countries do not give a clear differentiation between
‘banks’ and ‘non-banks’. Therefore, a generalized concept of NBFIs
is needed. The institutions classified as banks should satisfy both
necessary and sufficient conditions. For necessary conditions, they
should be deposit banks, and have to be banks under the supervi-
sion of central banks or monetary authorities for the sufficient
condition. However, the distinction between banking and non-
banking activities is still meaningful in the SEACEN countries.

2. Issues and Problems Associated with the Definition of
‘Banks’ and ‘Non-Banks’

The historical distinction between ‘banks’ and ‘non-banks’ have
been partly due to regulations and partly due to economic factors
which separated the services offered. However, these distinctions
have been gradually weakening over the years in a number of indus-
trialized countries, and this weakening trend appears to have quick-
ened in some developed countries. Financial services offered by
banks and non-bank financial institutions and in some cases by non-
financial institutions have become increasingly indistinguishable in
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a number of industrial countries. 8 For instance in the United States
of America, a wide range of other institutions are now effectively
engaged in banking business, and in response the banks are them-
selves trying to expand the range of financial services they offer
their customers, by establishing non-bank subsidiaries. The thrift
institutions seem to be active in virtually all the financial services
offered by banks. Diversified financial concerns like Merrill Lynch
and American Express have already moved into parts of banking
business. Money market mutual funds are offering close substitute
for bank deposits. In addition, some non-financial firms like Sears,
Roebuck and Company are beginning to offer an array of financial
services of the kind normally offered by financial institutions.?

Similarly in the United Kingdom, the formally clear distinction
between banks and building societies is breaking down. The build-
ing societies have entered into many areas of normal banking
business, while clearing banks have recently become active on a
large scale in the mortgage loans market.!® These building societies
are even in the process of issuing cheque cards and granting over-
draft facilities. Similarly, in Canada, the non-bank financial firms
such as insurance, loan and thrust companies are expanding into
products and services which compete with many bank services. In
Japan, securities firms are offering short-term instruments which
compete with certain forms of bank deposits. Therefore, the distine-
tion between banks and non-bank financial institutions is rapidly
ceasing to be meaningful in some industrialized countries.

The range of non-bank financial institutions has alsc increased in
certain countries in the SEACEN region. Some of these institutions
are also in a position to create money in the same way as the bank-
ing system. Such institutions operate on the basis of fractional
reserve as do the banks. The NBFIs such as, finance companies and
merchant banks in Malaysia; and the Government Savings Bank
and the Government Housing Bank in Thailand fall into this cate-
gory. The operations of these NBFIs may have credit multiplier
effect. But the two main NBFIs namely the finance companies and
the merchant banks that have a direct bearing on monetary devel-
opments, are already under the direct regulatory jurisdiction of the

8. Akhtar, M.A. “Financial Innovations and their Implications for Monetary Policy: An
International Perspective”. BIS Economic Papers - No. 9. Basle: Bank for International
Settlements, December 1983, pp. 25-27.

9. Rosenblum, H. and D. Siegal. “Competition in Financial Services: The Impact of
Non-Bank Entry”. Staff Study 83-1. Chicago: Federal Reserve Bank of Chicago, 1983,
10. Eforde, J.S. “Competition, Innovation and Regulation in British Banking”. Bank
of England Quarterly Bulletin. London, September 1983, pp. 363-378.
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Central Bank of Malaysia. A reserve ratio has already been im-
posed on these financial institutions on par with the commercial
banks. The NBFIs namely, the Government Savings Bank (GSB)
and the Government Housing Bank (GHB) in Thailand also mobilize
funds through demand deposits. These institutions are not required
to hold cash reserve as in the case of commercial banks. Although,
these NBFIs issue cheques and can create deposits in the process of
making loans, these activities are very marginal when compared to
the activities in the banking system. Even the demand deposits at
the GSB and the GHB at the end of 1986 accounted for a mere 0.2
per cent of total deposits of each respective institution. These insti-
tutions have not grown enough to eclipse the distinction between
the banking system and the NBFIs.

Thus, the distinction between banks and non-bank financial in-
stitutions seems to be still meaningful in the SEACEN countries.
The legal framework affecting the banks in the SEACEN countries
is still sufficiently different to place the banks in a distinct category
separate from other institutions. Even if these are some minor in-
consistencies in the definition and classification of banks and non-
banks, the banks still account for the major share of transactions
when compared to the activities of the non-bank financial institu-
tions.

The move towards the blurring of distinctions among various
groups of financial institutions has also been associated with relaxa-
tions of regulation and the increasing competition within the finan-
cial industry and more broadly in the market place. This has tended
to weaken the quasi-monopolistic position of banks. Therefore, in
the absence of a comprehensive definition of non-bank financial in-
stitutions, the problem of supervision may be aggravated. Rather
than controlling these institutions through market forces on self-
prudential ground, these institutions have to be brought under the
legal supervisory jurisdiction of the central bank. For instance, the
central bank’s involvement in the insurance companies began in
Malaysia in May 1988, when the office of the Director-General of In-
surance was transferred from the Treasury to Bank Negara. How-
ever, the distinction between banks and non-bank financial institu-
tions is not breaking down to that extent as in the industrial coun-
tries, where this distinction is gradually eroding and having a pro-
found impact on monetary policy implementation. The implications
of the growth of NBFIs in the SEACEN countries will, therefore, be
more profound to the monetary policy part of supervision and regu-
lations.
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IV. STRUCTURE AND ROLE OF NON-BANK FINANCIAL
INSTITUTIONS (NBF1Is)

1. Size and Structure of NBFIs

The size and structure of non-bank financial institutions in the
SEACEN countries over the years shows a steady growth as re-
flected in the increases in the number, total assets, credit extension
and mobilization of financial resources. The rapid increase in the
number of NBFIs in the SEACEN countries can be attributed to the
diversified needs of the economies, usually not catered by the bank-
ing institutions. Among the SEACEN countries, the Philippines
and Thailand have the largest number of NBFIs. The expansion of
activities of development and specialized type of NBFIs was seen
mainly in the rural areas, while some intermediaries like finance
and insurance companies tended to concentrate their activities in
the urban centres. The growth of NBFIs over the period 1978-1987
in some selected SEACEN countries is given in Table 1. Some
SEACEN countries have the largest number of non-bank outlets.
Although, the number of NBFIs in Indonesia and Sri Lanka is
small, a growing trend in the number of these institutions was
observed. The growth of NBFIs in Indonesia, Malaysia, Nepal, Sri
Lanka and Thailand are more oriented to specific sectors while the
non-banks in the Philippines exhibit a very complex institutional
structure (Appendix-1 and 2).

The activities of NBFIs over the years also showed a steady
growth as reflected in the increase in their total assets. During the
period 1977-1987, total assets of non-bank financial institution in
Indonesia, Malaysia, Nepal, the Philippines, Sri Lanka and Thai-
land on the average rose by 23.5 per cent. The country-wise in-
creases in the total assets of NBFIs are shown in Table 2. Sri Lanka
registered the highest growth during the review followed by Indone-
sia, Nepal and Malaysia.

However, in the context of many countries in the SEACEN re-
gion, where the predominance of commercial banks have had a long
history and tradition, their size and structure relative to NBFIs has
not been diminished. The commercial banks still predominate the
financial system and have the largest share in the total assets of the
financial system as compared to the percentage share of NBFTs.

As shown in Table 3, the commercial banks in Indonesia, Nepal,
the Philippines, Sri Lanka and Thailand still accounted the largest

- share in total assets of the financial institutions in 1986. The
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NBFIs on the other hand, contributed only a relatively small share
in total assets of the financial systems in Indonesia, Nepal, the
Philippines, Sri Lanka and Thailand, respectively. In other words,
there is no significant shift in the asset composition of these NBFIs
after 1980 onwards. However, as compared to the pre-1980 period,
the proportion of non-banks’ assets to total assets of the financial
systems has been tracing an increasing trend in some countries in
the SEACEN region. Therefore, the role of banking institutions
relative to non-bank financial institutions as such has not dimin-
ished and their sizes are already far from being comparable in the
SEACEN countries. This fact has been reflected from the structure
of sources and uses of funds of banks and non-bank financial insti-
tutions during the period 1980-1986 (Table 4a-4e).

2. Role of NBFIs and Competitive Environment

Over the years the NBFIs became a major mechanism for mobilizing
domestic savings, and these institutions have continued to provide
the financial requirements in the areas not serviced by the banking
institutions. The NBFIs also provided more options to individuals in
maximising their earnings from their financial wealth as well as in
minimising their costs on borrowing. In other words, the role of
NBFIs in the total financial intermediation process, can be inter-
preted in terms of diversified and wide range of financial services
available to both depositors and borrowers in the form of different
financial instruments. However, the financial systems of some coun-
tries in the SEACEN region for the 10 year period from 1977 to
1987, show that the total financial resources mobilized by the com-
mercial banks represent more than 70.0 per cent of the total finan-
cial resources mobilized by all financial institutions (Table 5). The
average percentage share of deposits mobilized by commercial
banks during 1977 to 1987 was 75.6 per cent compared with the
share of 24.4 per cent of NBFIs. In other words, the average share
of deposits mobilized by commercial banks recorded more than 60.0
per cent compared with the share of less than 15.0 per cent in most
of the countries in the SEACEN region. However, the contractual
savings institutions in the SEACEN countries became over the
years a major mechanism for mobilizing domestic resources. For
instance in Singapore, the share of the Central Provident Fund
(CPF) savings in Gross National Savings (GNS) nearly quadrupled
from 10.7 per cent in 1966 to 40.9 per cent in 1985, before falling to
26.5 per cent in 1987. The contractual saving type NBFIs has been
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a good source of non-inflationary financing for public sector expen-
diture in some countries in the SEACEN region. The Table 6 on
contractual savings in Malaysia, depicts, as an example; the role of
contractual savings institutions in a national economy.

In the deposit market, the NBFIs in some SEACEN countries
issue claims to the public which are close substitutes for money. In
Indonesia NBFIs do not accept deposits but issue securities. In Ma-
laysia, however, the finance companies and the deposit taking co-op-
eratives compete actively with the commercial banks for deposits.
In other words, the NBFIs in Malaysia do issue claims which are
close substitutes for money. At present, private sector deposits
mobilized by the commercial banks continue to account for the bulk
(70.0 per cent) of the total private sector deposits placed with the
financial system, followed by the finance companies (19.0 per cent),
deposit taking co-operatives (5.0 per cent) and merchant banks (2.4
per cent). The finance companies have successfully attracted a
substantial amount of deposits away from the commercial banks.

Unlike banks, NBFIs are not authorized to accept deposits in the
Philippines. Nevertheless, the money market instruments of NBFIs
(particularly of those issued by non-banks performing quasi-money
functions (NBQBs) have competitive characteristics comparable to
traditional deposits of banks. For instance, in September 1987,
money market issues of non-banks performing quasi-money func-
tions (NBQBs) posted an average rate of 11.0 per cent, lower by 3.3
and 1.4 percentage points than rates on similar issues of commercial
banks and other banking institutions respectively, but 1.1 percent-
age points higher than the yields on time deposits with commercial
banks. Accordingly, the share of money market issues of NBQBs
grew from 15.5 per cent in January 1386 to 28.6 per cent in Septem-
ber 1987. ! The NBFIs with quasi-banking functions (NBQBs) the
NBQBs have outstanding deposit substitute liabilities of Peso 6.7
billion. In Nepal, although the deposits mobilized by the NBFIs,
namely the Agriculture Development Bank (ADB) is minimal (about
2.5 per cent of the total deposits of the commercial banks), the
competitive environment is reflected from the interest rate differen-
tials. For instance, the interest rate of commercial banks for sav-
ings deposits ranged from 8.50 to 9.0 per cent per annum, whereas
ADB offered 9.50 to 10.50 per cent per annum. In the case of fixed
deposits with a maturity period of six months the ADB offered 9.50
per cent-per annum as compared to 8.75 to 9.0 per cent per annum

11. Central Bank of the Philippines, Project Questionnaire Replies, November 1987.
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Table 6

MALAYSIA: FINANCIAL SAVINGS THROUGH THE CONTRACTUAL
FINANCIAL INSTITUTIONS

(as a Percentage of Private Savings)

Category 1971-78  1978-83 1984 1985 1986 1987
Provident Funds: 13.5 24.2 23.2 38.0 26.4 18.6
EPF 11.8 224 24.8 36.6 25.2 18.1
Others 1.7 1.8 -16 14 1.2 .5
Life Insurances 2.0 3.2 3.4 18 2.5 2.3
Total Savings 155 27.4 26.6 39.8 28.9 20.9

Source: Country Paper presented by Malaysia for the SEACEN Seminar on Domestic
Resource Mobilization in the SEACEN Countries, 7-9 September 1988,
Kathmandu, Nepal, p. 13.
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offered by commercial banks. Therefore, higher interest rates have
been one of the competitive tools for these NBFIs.

In Sri Lanka, the finance companies compete with commercial
banks fully in the deposit market. But the operations of the Na-
tional Savings Bank (NSB) are wholly geared towards deposit
mobilization with negligible emphasis on lending to the private
sector, since an overwhelmingly larger share of its resources is
loaned to the government. However, the NBFIs in Sri Lanka usu-
ally compete with commereial banks by offering high interest rates.
For instance at the end of June, 1987 the NSB offered 12.0 per cent
per annum on savings deposits compared with the rates offered by
the commercial banks ranging between 6.0 and 11.0 per cent per
annum. In the case of one year fixed deposits, the NSB offered an
interest rate of 13.0 per cent per annum compared with interest
rates ranging between 8.5 and 14.0 per cent per annum offered by
the commercial banks. Similarly, the one year deposit rate offered
by the finance companies (major finance companies) ranged be-
tween 16.0 and 20.0 per cent per annum in mid-1987. In the Certifi-
cate of Deposits (CDs) market also, the finance companies offered
competitive rates ranging between 9.0 and 18.0 per cent per annum
compared with interest rates ranging between 6.0 and 13 0 per cent
per annum offered by commercial banks. 2

In contrast, the NBFIs in Thailand have generally not been able
to effectively compete with banks. Commercial banks still play the
most important role in mobilizing deposits and extending credit.
For instance, during 1976-1986, commercial banks mobilized almost
73.0 per cent of the total funds mobilized by all financial institutions
and extended more than 71.0 per cent of the total credit, while, the
NBFIs namely finance companies were able to mobilize only 11.4
per cent of the total deposits and lend 17.1 per cent of the total
credit, of the entire financial system. * In this regard, other NBFIs
play a limited role in terms of deposit mobilization. Therefore, the
comparative picture of deposits mobilized by the banks and the
NBFIs reflects that the role of commercial banks relative to NBFIs
has not diminished (Table 7).

Among the NBFIs, therefore, few NBFIs in selected countries in
the SEACEN region compete actively with the commercial banks for
deposits. Further, the NBFIs are not generally permitted to accept
demand deposits in the SEACEN countries. The non-bank financial

12. Central Bank of Sri Lanka, Project Questionnaire Replies, February 1988,
13. Bank of Thailand, Project Questionnaire Replies, November 1987.
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institutions that are eligible to accept demand deposits are seen to
be in existence only in Nepal and Thailand. The Agricultural Devel-
opment Bank (ADB) in Nepal not only receives savings or fixed
deposits but also demand deposits. Similarly, the Government
Savings Bank (GSB) and the Government Housing Bank (GHB) in
Thailand are allowed to accept deposits. But their shares of demand
deposits in total deposits have beenrather small. For instance these
accounted for a mere 0.2 per cent of the total deposits of each respec-
tive institution, whereas the commercial banks accounted for more
than 5.0 per cent of the total deposits. The NBFIs which compete
with the commercial banks for deposits are shown in Table 8,

The finance companies, in Thailand which operate very much like
banks, and have expanded continuously, are, in fact, competing with
the commercial banks to a certain level. The market share of finance
companies in term of fund mobilized increased remarkedly from 1.0
per cent in 1970 to 14.0 per cent in 1978. The collapse of some fi-
nance companies in 1979, however, pulled down the share to 13.0
per cent in 1987. Nevertheless, the finance companies are unable to
compete effectively with commercial banks according to the branch
opening conditions in Thailand. Commercial banks are able to open.
branches (under the conditions) throughout the kingdom whereas
finance companies are not allowed to do so. Therefore, as compared
to the deposits mobilized by the commercial banks, the finance
companies’ share in the total deposits does not seem to be problem-
atic. For instance, in Malaysia, the private sector deposits mobilized
by the finance companies continue to account less than 20.0 per cent
of the total private sector deposits placed with the financial system.
The finance companies in Thailand managed to mobilize only 14.3
per cent of the total deposit during the period 1980-1987. It can thus
be concluded, that NBFIs in the SEACEN countries have generally
not been able to effectively compete with banks, although their
contribution to the financial system cannot be discounted. The con-
tribution of NBFIs in the SEACEN countries is also reflected from
the resources mobilized and credit extended as given in Appendices
5 and 6. ‘

Non-bank financial institutions are also emerging as significant
sources of credit in the SEACEN countries. The bulk of their loans
has been of medium and long-term maturities since the develop-
ment type institutions dominate the NBFIs system. The main use
of funds in Indonesia were long-term and short-term borrowings as
well as for issuing securities especially promissory notes. Short-
term loans and advances are the main use of funds of investment
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type finance companies, while NBFIs of development finance type
mainly engage in medium and long-terms loans as well as equity
participation in other companies. However, the available data
shows that the NBFIs contributed less than 1.0 per cent of the total
loans outstanding in Indonesia during the period 1977-1987. The
contribution has not improved even after 1980s (Table 10).

The finance companies in Malaysia provide loans mainly for the
purchase of consumer durables and cannot grant loans to customers
_in the form of overdrafts. The bulk of the loans provided by the
merchant banks has been channelled to business enterprises mainly
in the form of working funds, investment capital and bridging fi-
nance. They extend loans in foreign currency to residents for the
financing of ventures and also invest in corporate equity to provide
venture capital, The development finance institutions in Malaysia
specialize in the provision of medium and long-terms capital as well
as a range of financial services. The long-term resources of the
development finance institutions in Malaysia are mainly in the form
of long-terms loans from the Government. The contractual savings
institutions, on the other hand play an important role in Malaysia,
by deploying their members’ contributions in financing the develop-
ment programmes of the Federal Government. Savings institutions
such as the co-operatives provide loans to their members to finance
a wide range of activities, including housing development, house
ownership, agricultural production and the purchase of consumer
durables. However, only 31.9 per cent of the total credit extended by
the financial system was provided by NBFIs during the period 1977
to 1987.

The bulk of the non-bank financial institutions’ loans in Nepal
are of medium and long-term maturities. Although the major
sources of funds of some non-bank financial institutions are the
share capital and borrowings from the central bank, the main
sources of two major NBFIs namely, the Agricultural Development
Bank (ADB) and the Provident Fund Corporation (PFC) are the
borrowings from Asian Development Bank and deposits, and em-
ployees contributions, respectively. In Nepal, loans provided by
NBFIs traced an increasing share to the total credit extended by the
financial system, the ratio increasing from 23.9 per cent in 1980 to
33.0 per cent in 1986. Although, NBFIs in the Philippines are not
authorized to accept deposits, they engage in lending. However,
their share to total credit of 10.0 per cent at Pesc 15.5 billion in end-
1980 was substantially lower compared with banks’ 90.0 per cent
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share. * In Sri Lanka, the share of NBFIs in the total loans out-
standing ranged from 1.0 per cent to 2.0 per cent during the same
period. Loans outstanding of NBFIs in Thailand, however, consti-
tuted more than 20.0 per cent of the aggregate loans outstanding of
.the financial system during the period 1977 to 1987. A comparative
picture of the share of credit extended by banking and non-bank
financial institutions (NBFIs) to total credit extended by the finan-
cial system is given in the Table 9. _

The NBFIsin Sri Lanka, such as finance companies, the National
Savings Bank (NSB) and Co-operative Rural Banks (CRBs), com-
pete with commercial banks partly in the credit market. The credit
disbursement of CRBs are, however, relatively low. The finance
companies, on the other hand, compete with commercial banks in
the credit market. In other words, only the finance companies and
the NSB do provide effective competition to commercial banks.
However, the market share of these NBFIs in the credit market is
comparatively very low. For instance, by the end of June 1987, the
total advances granted by the major finance companies (which ac-
count for about 87.0 per cent of the activities of all finance compa-
nies} amounted to only Rs 4 billion against an amount of Rs 46
billion granted by commercial banks. In other words, the share of
finance companies in the total credit extended by the commercial
banks is only 8 per cent.

Similarly, in Thailand, credit extended by the NBFIs contributed
only 25.7 per cent of the total credit extended by all financial insti-
tutions, while commercial banks extended 74.3 per cent of total
lending during 1980-1986. Among the NBFIs, the leading institu-

tions are finance companies and they operate very much like banks. .

During 1976-1986, finance companies managed to lend 17.1 per cent
of the total credit of the entire system. The market share of finance
companies in terms of credit extended, increased remarkably from
5.0 per cent in 1970 to 21.0 per cent in 1978. The crisis in 1979, i.e.,
the collapse of some finance companies, pulled down the share to
13.0 per cent in 1987, The other NBFIs have relatively small shares
and roles in the ¢redit market. Thus, in the context of Thailand too
the predominance of commercial banks had been maintained as in
other countries in the SEACEN region despite the growth of
NBF1Is in some countries.

Further, the maturity structure of loans and advances does not
reflect a destabilizing effect for effective implementation of mone-

14. Central Bank of the Philippines, Project Questionnaire Replies, November 1987,
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tary policy (Table 10). Short-term loans and advances have been the
major use of funds of NBFIs in Indonesia. For instance, 99.0 per
cent of the total uses of funds by investment type finance companies
is concentrated in short-term loans. In other words, these compa-
nies primarily act as brokers in the issuance of short-term securities
(promissory notes) and as underwriters in the sale of short-term
securities. The bulk of NBFIs loans in Nepal are of medium and
long-term maturities. By maturity, about 67.0 per cent of the total
loans and advances of commercial banks in the Philippines were
short-term and 33.0 per cent, medium and long-term. For the
NBFIs, 57.0 per cent consisted of short-term loans and 43.0 per cent,
long-term loans.

Similarly, by industry, loans to the construction sector in Indone-
sia accounted for the largest share in the total loans outstanding for
the NBFIs. In Malaysia, construction, real estate and housing sec-
tor predominates the loan share of NBFIs, Loans to agriculture and
industry sectors accounted for the largest share in the total loans
outstanding in Nepal, while loans to manufacturing sector ac-
counted for the largest share in the total loans outstanding of the
financial system in Philippines (Table 11). However, within the
loan classification by institutionwise, the finance companies were
the major NBFIs to extend credit in Malaysia and Thailand. In
Indonesia, Nepal and Sri Lanka however, development type institu-
tions took a larger share in total loans and advances (Appendix 7).
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PART II

GROWTH OF
NON-BANK FINANCIAL INSTITUTIONS
(NBFIs) AND THEIR IMPLICATIONS FOR
MONETARY POLICY



PART I1

GROWTH OF NON-BANK FINANCIAL INSTITUTIONS
{NBFIs) AND THEIR IMPLICATIONS FOR
MONETARY POLICY

The range of issues affected by the emergence and growth of non-
bank financial institutions (NBFIs) in the financial system is very
broad. This part attempts to focus only on those issues which are
closely connected with the conduct of monetary policy. It may be
recalled that in the context of larger industrial countries, the extent
of influences has been noticed on three main bases of policy, namely,
the definition of money supply and the money supply process; the
behaviour of money demand, and the transmission mechanism of
monetary policy; and, the significance of those influences for mone-
tary targets and control.

It has been further argued that the rapid expansion of the NBFIs
other than commercial banks has undermined the effectiveness of
monetary policy. The rapid growth of these institutions has been a
matter of concern to the regulatory authorities and they feel that
there is a need for these NBFIs to be adequately controlled and
supervised in the larger interest of the national economy. In this
gituation, the NBFIs might create money in the same way as the
banking institutions and the effectiveness of monetary policy instru-
ments is much reduced if they are not applied on these non-bank
financial institutions and an unfair share of burden of monetary
policy is thereby placed on the banking system.

Therefore, this Part of the study aims to analyse whether the
growth of NBFIs in the SEACEN countries have made it more dif-
ficult to implement monetary policy and alsc the adequacy of the
provisions which are at present in place in the SEACEN countries
with respect to supervision and regulation of these NBFIs. Further,
as evidenced in the industrialized countries the pace of financial
innovations introduced by these NBFIs has not gone so far as to
disrupt the prevailing monetary system. As indicated in Part I of
this study there are only few deposit taking NBFIs and the commer-
cial bankg have still a dominating role in almost all the countries in
the SEACEN region in terms of assets, deposit mobilization and -
lending operations. The implications of the growth of these NBFIs in
the SEACEN countries will, therefore, be more profound in the
monetary policy part of supervision and regulation and thus could
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go far beyond the monetary control strategy.

This part, therefore, tries to analyse the nature and status of the
factors affecting monetary management and the effects on monetary
aggregates, velocity of money, and credit multiplier in order to
analyse the extent of influence on monetary control; and, also the
prevailing supervisory framework and its adequacy.

V. NATURE AND STATUS OF THE FACTORS
AFFECTING MONETARY MANAGEMENT

1. Validity of the distinction between ‘Banks’ and ‘Non-
Banks’ :

The rationale of the argument that the rapid growth of NBFIs will
undermine the effectiveness of monetary policy is usually based on
the premise that the distinction between ‘banks’ and ‘non-banks’
will ultimately break down in the long run, which in turn will have
a profound impact on monetary policy. This may be true in the case
of larger industrial countries where the pace of financial innovation
intreduced by these NBFIs has gone so far as to disrupt the prevail-
ing monetary aggregates and hence the money supply control proc-
ess altogether. The growing engagement of the NBFIs and the issue
of claims to the public to a large extent, which are very close substi-
tutes for money, have blurred the functional distinction between
‘banks’ and ‘non-banks’ in these industrial countries. In other
words, the historical distinction between ‘banks’ and ‘non-banks’
has been gradually eroding in these countries. The breakdown of
this distinction is having a significant impact on monetary policy.
The nature of ‘money’, public demand for money, and the ways in
which particular monetary policy instruments influence economic
activity have already been affected by this breakdown.

However, this distinction between ‘banks’ and ‘non-banks’ seems
to be still meaningful in all the countries within the SEACEN re-
gion. Some NBFIs are indeed in a position to create money in the
same way as the banking institutions and they have a direct bearing
on monetary development. With some exception these NBFIs are al-
ready under the direct regulation of the central bank. % For in-

15. Commercial banking branches of the Agricultural Development Bank in Nepal
create money as they receive demand deposits. Previously they were not under the
direct regulation of the central bank although they were also liable to maintain the
statutory reserve requirements. The recent decision of the government in 1989 has,
however, equipped the Nepal Rastra Bank with adequate legal authority for regular
inspection and supervision of the Agricultural Development Bank.
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stance, the functional characteristics of finance companies and
merchant banks in Malaysia tried to blur the distinction between
‘banks’ and ‘non-banks’. But uniform reserve requirements have
already been imposed on these institutions. In the case of these
NBFTIs, reserves of up to 3.0 per cent of eligible liabilities have been
taken into account for computing the Statutory Reserve Ratio (SRR)
in a similar manner of the reserves of 3.4 per cent of eligible liabili-
ties imposed on commercial banks. ¥ Moreover, these institutions
have beenclassified as ‘banking institutions’ in Malaysia. Therefore,
although these institutions operate on the basis of fractional reserve
as do the banks, they have been already kept under the statutory
control of the central bank in order to counteract the credit multi-
plier effects.

Further, it has been noticed that some NBFIs (on the basis of
classification) in the SEACEN countries do accept demand deposits
but are not required to hold cash reserves. They can create ‘money’
in the same way as do the banks. But their activities are very
marginal when compared to the activities of commercial banks. For
instance, the two NBFIs namely, the Government Savings Bank
(GSB) and the Government Housing Bank (GHB) in Thailand accept
demand deposits. Their activities in terms of deposit creation is,
however, negligible. Their demand deposits accounted for a mere 0.2
per cent of the total deposits. Similarly, commercial banking
branches of one NBFI, namely the Agricultural Development Bank
receives demand deposits. The NBFIs in other SEACEN countries
are, however, not allowed to accept demand deposits, therefore, the
blurring of distinction between ‘banks’ and ‘non-banks’ has not gone
too far and the distinction is probably still meaningful at least for
the purpose of monetary analysis and policy formulation. ¥’

2. Nature and Composition of Monetary Aggregates

A monetary aggregate should be both consistently and predictably
related to the pace of economic activity. In other words, its useful-
ness as an intermediate target depends on the existence of a stable
relationship between the monetary aggregates and money gross

16. With effect from May 1, 1989 the statutory reserve requirements of the commer-
cial banks, finance companies and merchant banks have been raised to 4.5 per cent of
their total eligible liabilities. This adjustment has standardized the statutory reserve
17. A detailed analysis of definitional and conceptual aspects of non-bank financial in-
stitutions, and some of the issues and problem associated with the definitions of ‘banks’
and ‘non-banks’ is given in Chapter I1 in Part I of this study.
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domestic product (GDP). The recent financial changes, particularly
in the industrialized countries, arehowever, making it more difficult
to measure or define a given monetary aggregate and also to draw
the demarcation line between various aggregates. Nevertheless,
most countries have distinguished financial instruments in terms of
either moneyness or liquidity content of these instruments. How-
ever, the moneyness or liquidity content of various financial instru-
ments may change over time and these changes were dealt with by
periodic redefinitions of monetary aggregates. But the conventional
procedure of redefining may not be adequate if the extent of finan-
cial innovation is substantially significant.

Therefore, problems of identifying and measuring various mone-
tary aggregates (e.g., M1, M2, M3, etc.) have been greatly publicised
in the industrial countries particularly, in the United States of
America, the United Kingdom and Canada. For example in Septem-
ber 1982, the Federal Reserve Board announced that it would for the
time being pay less attention to M1 and would instead focus more on
the broad monetary aggregates (M2, and M3). In 1982, Canada also
discontinued its M1 target while the United Kingdom, in dropping
its attention on a Sterling M3 target, announced that it would in
future monitor a range of aggregates as well as the exchange rate.
The reasons behind these general modifications of policy are numer-
ous. The evaluation of financial innovation, together with shifts in
the demand for funds on precautionary grounds, have contributed to
the instability in the demand for money in these countries. This was
regarded as one of the major reasons behind these general modifica-
tions.

However, for the broader aggregates these problems are quite
widespread and have become more serious in all countries because
of the recent financial changes. The problems of defining broader ag-
gregates are virtually as serious as those for narrow aggregates and
appear to be quite common in most of the industrial countries. The
spectrum of liquid financial instruments has become very wide and
cannot be distinguished in terms of their liquidity content. The
definitions of M2 or M3 and the distinctions between them have,
therefore, become less meaningful, as certain financial instruments
with roughly comparable liquidity content are not included in either
M2 or M3.18 These problems are well known in the United States of

America and the United Kingdom. In the Japanese case, new prod-
" ucts like the comprehensive bank account at the Bank of Tokyo and

18. Morris, F.E. “Do the Monetary Aggregates have a Future as Targets of Federal
Reserve Policy?”. New England Ecoromic Review, March/April 1982.
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the medium-term government bond funds are likely to distort the
meaning of M2 and M3. Similarly, in France the money market
mutual funds compete with certain instruments included in M2 and
are reducing its meaningfulness.

However, the spectrum of liquid financial instruments introduced
by the NBFls in the SEACEN countries has not become very wide
and can still be distinguished in terms of their moneyness or liquid-
ity content; and, the problems of defining these aggregates does not
seem to be serious as evidenced in the industrial countries. Most of
the countries in the SEACEN region are also moving towards a
broader definition of money. Both M1 and M2 are selected for tar-
geting purposes in Indonesia, Sri Lanka and Thailand. M2 has been
the major monetary target in Sri Lanka and Thailand as it is seen
as a more reliable indicator than M1 in relation to economic activity.
The prevailing monetary aggregate, M1 in Nepal has also been
redefined as it also includes the transaction covered by the Agricul-
tural Development Bank branches with commercial banking func-
tions. M3 continues to be the monetary aggregate for control and
targeting purposes in the Philippines.

It may be argued that the rapid growth of financial claims against
the NBFIs, which can compete with the instruments included in M2
or M3 may distort the meaningfulness of these aggregates if not
included in it. For instance in Malaysia, before the early 1980s, the
central bank monitored the behaviour of narrow money, M1, based
on historical experience and empirical evidence of the stable rela-
tionship between M1 and national income. Since the early 1980s,
there has been fundamental shifts in the composition of money,
reflecting significant changes in the liquidity preference of the
public in response to movements in interest rates. As a result, two
other broader monetary aggregates, M2 and M3, have assumed
increasing importance in their underlying relationship with eco-
nomic activity. The private sector deposits of NBFIs included for the
purpose of compiling monetary aggregates are those deposits held
with the finance companies, merchant banks and discount houses.
Claims on other NBFIs, such as the National Savings Bank (NSB),
the Agricultural Bank, the Pilgrim Management and Fund Board,
and the Co-operative Societies, although eligible for inclusion in the
broad monetary aggregates, are not included. However, the holdings
of private sector deposits by these NBFIs account for less than 10.0
per cent of the private sector deposits mobilized by the financial
system. Therefore, the exclusion of these deposits in M3 does not
affect the meaningfulness of these aggregates. Moreover, the pro-
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portionate share of financing claims against NBFIs vis-a-vis total
financial claims is not substantial in most of the countries in the
SEACEN region (Table 12).

The broader monetary aggregate, as currently defined in most of
the countries in the SEACEN region, takes about 80 per cent of the
total private sector deposits mobilized by the banking institutions
alone. Table 13 shows that claims against banking institutions, par-
ticularly commercial banks, continue to predominate financial
transactions. Monetary aggregates, which are derived from the
monetary survey table (based on the consolidated financial state-
ments of the central bank and commercial banks), are still being
used as monetary indicators for purposes of monetary management.
Available data for the period 1981 to 1986 showed that the propor-
tionate share of financial claims against non-banks vis-a-vis total
financial claims (M3) in the financial system have not grown over 5
per cent on the average, despite the increase in the number of
NBFIs in these countries. Similarly, the share of financial claims
against NBFIs to total M3 is not very significant. For instance, the
share of deposit substitutes of non-bank quasi-banks (NBQBs) to
total M3 in the Philippines declined from 7.4 per cent in 1981 to 3.4
per cent in 1986 and further to 2.3 per cent in 1987, indicating that
claims of NBFIs have not been significant.

Nevertheless, some countries in the SEACEN region are moving
towards a broader definition of money in their monetary targeting.
The trend in some countries is similar to those of the industrial
-countries, where the demand for M1 and M2 for monetary targeting
is decreasing and M3 is increasing. The growing substitution out of
narrow money (M1) into interest bearing deposits of NBFIs in many
industrial countries has been one of the driving forces to move
towards the adoption of broader monetary aggregates. Malaysia is
now placing greater significance on the broader concept of money
(M3). However, the claims against NBFIs is not included in broader
concept of money in Indonesia. Similarly, except for commercial
banking transactions done by the Agricultural Development Bank,
the claims against other NBFIs is not included in the broader con-
cept of money in Nepal. In Thailand, the claims of the Government
Saving Bank (GSB), the Government Housing Bank (GHB), the
Bank for Agriculture and Agricultural Co-operatives (BAAC), and
the Industrial Finance Corporation of Thailand (IFCT) are incorpo-
rated in the broader concept of money. But for several years, M2 and
M3 have moved in the same direction with almost the same rate of
growth. Therefore, in monitoring M2, the authority could still

60



‘suns[[ng [BIIENEIS UBY [eIjua))

‘gorpday AIBUUCNSING 0alodd  :savinog

-gaiuedwos sourUy pue Jueq SUlSnol JUSWILIAA0L) 8Y) ‘SealjEIadoo)) [einj[noLdy pue sinynolBy 10f Jueq SY) epn[pur STIGN

‘Jueg sSutaRg [BUOLIBN Y3 07 8§01 S|IGN

‘sasnoy juawiissau] JySe pue saruedwoo soukuly ySio spnipul asay], “suenpury Surjueq-1senb Suturioped suonngiisul [euRUY YUEQ-UOU 318 sgHEN
’ ‘semqrsqns Nsodap 0} J3J91 STAHN Jo sysodag

ool

T'sT - - 0UT - - 181
QL £'68 9¥E T¥L £68 928 0'EL

613 - - Rl - - G118
8¥r P'LE T9F F09 €LL 'GP 929
e - - e - M 4%
€z - - e - - vE

$GL 'LL 618 6'LL 218 P0E T'SL

- ¥68 6728 - %89 T1E -
g0 - - 00 - - 00
£€2 - - 08 - - 6%
€61 - - 002 - - €I
¥ - - 0B - - B9

L9 9'98 679 ¥'i9 9LB 9CY 679

- 688 ¥¥PE - L0B EFE -

+SIAEN ‘2

syueq ‘[

pusreqy,

e SIAEN G

syueq [BRISWWG ‘T
Byuey 1Ig

SHDEN ®

1S144N 2

syueq ‘T
sawddryq

SIAAN ‘G

syjuey [RRE4eMUIO)) T
Tedan

S3SNOH UN0ISYT >
SyuBg JUBYILIN 'q
soruedwoy) ‘uig e
SIAEN '3

m&ﬁmm ~N_u..—m-EEGO m
wIsAE[BI

S9N g

syueq ‘T

elsouapu]

EN e TN BW 2W T &N

TW EW T TKH

18861 9861

Kunoy

LB6T-0861 *EW ANV I ‘T NI TEZANTONI STJIN ANV SHNVH 40 S1ISOdEI HOLDES ALVAIEd 40 NOILIOJ0Ud



Table 13

GROWTH RATE OF PRIVATE SECTOR DEPOSITS WITH NBF1s AND
MONETARY AGGREGATES (M1, M2, M3): 1977-1987

(in Per Cent)
Average
Country 1977-87 1977 1978 1979 1980 1981 1982 1983 1884 1985 1986 1987
INDONESIA
1. M1 213 251 240 361 476 298 98 63 134 177 158 86
2. M2 26.5 19.0 217 371 473 263 140 324 223 291 195 2256
MALAYSIA
1. Private Sector
Deposits 203 210 299 9285 242 192 196 333 287 181 09 1.0
2. M1 10.6 166 182 172 150 128 133 7.7 -06 17 28 130
3. M2 14.7 162 179 238 279 171 163 94 114 55 111 5.0
4. M3 15.7 165 200 250 272 161 167 143 150 94 86 36
NEPAL
1. M1 16.4 181 138 152 130 119 1583 181 132 136 238 249
2. M2 199 285 165 162 136 223 267 204 130 200 194 224
PHILIPPINES
1. Private Sector
Deposits -17.5 na. na na na 330 0.7 3.3 341 -23.7 7655 -26.0
2. M1 147 287 134 112 196 44 -01 383 35 65 190 222
3. M2 144 224 182 105 182 211 161 186 73 96 62 103
4. M3 12.0 183 146 93 157 229 135 163 19 68 32 91
SRI LANKA
1. Private Sector
Deposits 209 236 220 354 155 98 411 234 223 142 74 1556
2. M1 176 288 106 292 229 63 173 254 141 115 129 184
3. M2 228 379 250 382 319 231 248 221 166 115 51 147
4. M3 22.3 343 243 376 283 204 278 224 177 120 56 149
1. Private Sector
Deposits 185 316 311 108 229 196 256 129 29 222 51 na
2. M1 114 98 198 162 127 33 68 52 69 -33 205 280
3. M2 18.5 199 194 140 225 163 242 238 194 103 134 202
4. M3 18.3 200 215 134 225 170 245 216 163 123 119 na

Sources: Project Questionnaire Replies.
Central Bank Statistical Bulletins.
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closely track the movement of M3. In other words, M2 performance
had not been affected and can still be closely monitored in most of
the countries in the SEACEN region. Table 13 indicates the move-
ment (e.g., growth rate) of M1, M2, and M3 in the SEACEN coun-
tries.

Further, the use of different money aggregates (M1, M2or M3) as
a guide for monetary policy actions can sometimes lead to divergent
policy options, the definition of money actually used can also be
critical. Therefore, certain criteria has to be adopted to “pick” the
most appropriate empirical measure of money from among a variety
of definitions. In this context, within an intermediate targets strat-
egy the optimal choice of the monetary target is typically made on
the basis of three criteria.!’® Firstly, a monetary aggregate must be
closely and stably related to the final goals of policy - usually sum-
marized as the level or rate of growth of nominal income. The second
criterion concerns the strength and stability of the link between the
spectrum of monetary instruments and the chosen monetary aggre-
gate. Thirdly, for a monetary aggregate to be a feasible policy target,
reliable information regarding its time path is required. Data on
such an aggregate should, therefore, be accurate, frequently pub-
lished and available with a short time-lag. Therefore, so long as M2
and M3 move in the same direction, the authority can still closely
track the movement of M3 by monitoring M2. The redefinition of
monetary aggregate as a result of growth of NBFIs is also affected
by the problem of the availability of up-to-date data. For instance,
the deposits of NBFIs in Malaysia (other than finance companies,
merchant banks and discount houses) are not included in the broad
monetary aggregate (M3) because data on these items are not avail-
able on a regular or timely basis. Furthermore, most of these insti-
tutions are declining in importance in terms of their holdings of
private sector deposits (see Table 13).

The monetary aggregates as currently defined in most of the
countries in the SEACEN region take into account about 80.0 per
cent of financial claims against banking institutions (e.g., commer-
cial banks). The proportionate share of financial claims against
NBFIs in the broader monetary aggregate (M3) in the SEACEN
countries has not grown to a considerable extent. In other words, it
has not aggravated the problem of identifying and measuring vari-
ous monetary aggregates. The assessment of the monetary aggre-

19. Anderson, L.C. and D.S. Karnovsky, “Some Consideration in the Use of Monetary
Aggregates for Implementation of Monetary Policy”, Federal Reserve Bank of St. Louis
Review, September, 1977.
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gate and its growth have been complicated in industrial countries
particularly the United States of America, by the introduction of
new types of checkable deposits. The introduction of negotiable
order of withdrawal (NOW) accounts, the automatic transfer serv-
ices (ATS) and the emergence of new innovations by the NBFIs have
had great effects on credit markets and broader monetary aggre-
gates, and the supply of a transaction balance. But except in Nepal
and Thailand, NBFIs in the SEACEN region are not allowed to
accept demand deposits. For instance, the Agricultural Develop-
ment Bank in Nepal can perform commercial banking functions and
can accept demand deposits. For NBFIs in Thailand, only the Gov-
ernment Savings Bank (GSB) and the Government Housing Bank
(GHB) offer demand deposits. However, their share of demand
deposits have been rather small and stable. For instance, the de-
mand deposits at the GSB and the GHB as at the end of 1986 ac-
counted for a mere 0.2 per cent of the total deposits.

Therefore, most of the SEACEN countries felt that there is no
need to redefine the monetary aggregates even with the presence of
financial instruments or claims offered by NBFIs that are close sub-
stitutes to deposits. So long as the majority of NBFIs do not perform
functions that are very similar to those of banks in credit and depos-
its markets to a greater extent, the prevailing approach is still
meaningful. Since the volume of private sector deposits of NBFIs
have not grown substantially and as its proportionate share to total
financial claims is very minimal, their adverse effect on the mone-
tary aggregate would be negligible. The ability of the central bank to
control monetary aggregates would not , therefore, be generally
impaired. Moreover, it must be realized that the aggregates them-
selves are still subject to structural changes and their behaviour are
still not fully known in the absence of up-to-date data on a regular
and timely basis. Thus it would be ill-advised to use them as mone-
tary targets. Therefore, some countries in the SEACEN region are
monitoring M2 in order to track the movements of M3.

3. Pattern of Velocity of Circulation of Money

The structure of the financial system in the SEACEN countries has
undergone a radical change. By the early 1980s, new financial insti-
tutions have emerged. The proliferation of these financial institu-
tions has led to the creation of a variety of money and near money
substitutes. These changes can have a profound influence on money
supply growth and the velocity of circulation of money. The velocity
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of money may not be a perfect indicator to detect the impact of
NBFlIs on monetary policy management. Theoretically, the volatil-
ity of money velocity is the outcome of change in many factors, i.e.,
development of NBFIs, interest rates etc. The extent of monetiza-
tion may also affect the volatility of money velocity. Therefore, fur-
ther research is needed to make a definitive statement on the effec-
tiveness of monetary policy affected by NBFIs in terms of monetary
aggregate, velocity of circulation of money and the exact nature of
the money demand stability, Therefore, a general pattern of velocity
of circulation of broader money (which also comprises of deposits of
some NBFIs) as compared to narrow money may also be useful to
some extent to illustrate this.

The stability of the velocity of circulation is a critical factor in the
management of money supply, because volatile velocity can negate
the policy actions taken by the monetary authority in managing the
nation’s stock of money. In this context, the growing concern regard-
ing the substitution out of narrow money, (M1), into interest bearing
deposits with the non-bank financial institutions has been of par-
ticular significance. As a result, the broader concept of money, (M3),
has become the more significant monetary aggregate in terms of
money management in the recent years. But in some countries (e.g.
Indonesia, Philippines) in the SEACEN region the NBFIs are not
allowed to accept deposits.?’ Therefore, the probability of substitu-
tion from narrow money into deposits with the NBFIs does not arise.
Nevertheless, as the financial system becomes more sophisticated
and as income rises, the velocity of circulation of broader money (M2
or M3) can be expected to fall. For instance, throughout the period
(1959-1984) of increasing growth of savings in interest bearing
deposits, the income velocity of private sector liquidity, (V2), in
Malaysia declined steadily from 3.7 times per year in 1959 to 1.8
times in 1984,

Similarly, the average annual growth rate of 25.2 per cent of
private sector deposits with the NBFIs between 1974-1984 contrib-
uted to the average annual growth of 19.0 per cent in broader
money, (M3), over the same period, thus marking the declining
trend for V3, closely parallel to that of V2. 2! The following Table 14
suggests that V2 and V3 had been more stable than V1 in most of

20. In the Philippines, NBFTs are not allowed to accept deposits. Non-Bank Quasi-
Banks (NBQBs), however, are authorized to accept deposit substitutes which are an
alternative form of obtaining funds from the public other than deposits.

21. Bank Negara Malaysia, “Changing Velocity of Circulation, 1959-1984”, Annual
Report 1984, pp. 59-60.
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Table 14
PATTERN OF INCOME VELOCITY OF VARIOUS MONETARY AGGREGATES: 1977-1987

(Times Per Year)

Average
Country 1977-87 1977 1978 1879 1980 1981 1982 1983 1984 1985 1986 1987

Indonesia
Narrow Money (V1) 9.4 95 91 95 90 83 88 97 104 986 88 98
Broad Money (V2) 52 61 60 61 60 56 56 50 50 42 37 37

Malaysia
Narrow Money (V1) 5.4 53 63 55 55 53 51 53 60 58 52 52
Broad Money (V2) 1.9 93 =22 22 20 19 17 18 18 17 14 15
Broad Money (V3)* 1.5 19 19 18 17 15 14 14 14 12 10 L1

Nepal?®
Narrow Moeney (V1) 9.1 102 101 92 95 94 91 90 90 79 84 78
Broad Money (V2) 48 58 57 52 53 48 42 41 41 40 38 36

Philippines
Narrow Money (V1) 133 104 105 1L7 1L8 131 147 120 162 173 148 137
Broad Money (V2) 40 35 34 58 39 40 37 34 45 44 48 48
Broad Meney (V3)' 35 28 28 32 33 32 50 29 40 41 45 45

Sri Lanka
Narrow Meney (V1) 74 6.5 6.8 6.5 6.6 7.9 8.0 7.7 83 7.9 7.7 71
Broad Money (V2) 3.3 4.0 3.7 3.3 3.1 3.2 31 3.1 3.2 3.1 3.2 3.0
Broad Money (V3)* 286 3.1 2.9 2.6 25 2.6 2.5 2.4 256 2.4 2.5 24

Thailand
Narrow Money (V1)  10.1 86 86 8.7 96 106 107 111 111 121 107 9.2
Broad Money (V2) 2.2 26 26 27 2.7 2.7 2.3 2.1 18 1.8 1.6 1.5
Broad Money (V3)* 1.8 21 21 22 2.2 21 19 17 15 14 1.4 1.3

Broad money M3, consist of M2 plus deposits of finance companies, merchant banks and discount houses.
Figures for GDP sre based on the financial year, mid-July to mid-July for Nepal.

Broad money M3, consist of M2 plus deposit substitutes.

Broad money M3, consist of M2 plus deposits of the National Savings Bank.

Broad meney, M3 congist of M2 plus deposits of deposits-taking non-bank financial institutions.

Eh L2 b

Note: V1=GDP, V2 = GDP, and V3 = GDP
M1 M2 M3

where, GDP = Nominal Income
V1, V2 and V3 = Velocities of M1, M2 and M3

Sources: Project Questionnaire Replies.

Central Bank Statistical Bulletins.
International Financial Statistics, IMF.
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the countries in the SEACEN region, implying that monitoring of
broad money, M2 or M3, in addition to narrow money M1, is impor-
tant for monetary management. The income velocity of narrow
money (M1) is expected to increase overtime, indicating greater
efficiency in the usage of M1 in the economy. However, as income
increases further, the public will tend to hold more interest bearing
substitutes of currency and demand deposits, mainly in the form of
fixed and savings deposits. This will ultimately lead to the decline of
velocity of circulation of the broader money. However, as the volume
of deposit substitutes with the NBFIs in most of the countries in the
SEACEN region has not grown substantially and its proportionate
share to total financial claim is also very minimal, their potential
effect on the velocity of circulation would not be very significant. For
instance, there was no considerable shift in deposits from banks to
NBFIs in most of the countries within the SEACEN region. The
introduction of new deposit instruments, namely the issuance of
transferable certificate of deposits and floating rate notes in Thai-
land has not proved to be very significant and hence its effects on
velocity of circulation have been rather limited. The velocity of cir-
culation for broad money (M3), on the other hand, has remained
constant (or stable)throughout the period 1982 to 1986. 22

The relationship of nominal gross domestic product (GDP) to the
money stock or Velocity, (V = GDP) is an important ratio to the

M

impact of the growth of NBFIs on the measure of money and the
assessment of monetary policy actions, The available evidence as
shown in the following Charts 1-6, however, shows that there is no
destabilizing effect on velocity of circulation of broader money (M2)
or (M3). The structural changes in the financial system had resulted
in volatile movements only in the velocity of circulation of narrow
money. It can be attributed to the rapid growth of the commercial
banks and their deposit base, in particular fixed and savings depos-
its as well as the rapid growth of private sector deposits with the
NBFIs. Therefore, the conduct of monetary policy may be compli-
cated by the structural changes in the financial system resulting in
volatile movements in the velocity of circulation of narrow money,
V1. If V1 is constant over the years, control of the money supply
means direct control of national income,

22. Bank of Thailand, Project Questionnaire Replies, 1987,
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4, Nature of Banking Disintermediation

The ability of the monetary authority to control the menetary aggre-
gates is influenced by the money multiplier which in turn is influ-
enced by the reserve requirements imposed on various deposits with
the respective financial institutions. If sharp changes in the mix of
deposits are evidenced, they will necessarily produce changes in the
value of the money multiplier. In other words, value of the money
multiplier is heavily affected by the average reserve requirements
against deposits. Shifts into deposits of NBFIs from the banking
institutions will affect the average reserve requirement ratio for
depository banking institutions.

Therefore, the short-run control of monetary aggregates is likely
to be undermined by the shift of funds from low yielding deposits
into high yielding financial claims against NBFIs, with little or no
reserve requirements. The shift out of low-yielding transaction bal-
ances into instruments with market related interest payments may
also increase the demand for some broader aggregates which in-
clude those instruments (e.g., NCDs in M2 or M3). However, the
problem is to quantify the extent of disintermediation. Although an
increase in the cost of intermediation may indicate the magnitude of
financial disintermediation, the availabiiity of data constrained the
study in this dimension. Therefore, an indirect indication of banking
disintermediation has been taken into account. For instance, the
growing substitution out of narrow meney (M1) into interest bearing
deposits can be attributed to the decline in banking intermediation
although total financial intermediation may not be affected to the
same extent. If the share of bank deposits in total financial assets
shows a declining trend and also a declining rate of private sector
deposits, it is also an indication of banking disintermediation.
Therefore, for the purpose of analysis, the term ‘disintermediation’
refers to the declining trend in intermediation being conducted by
the banking system. In other words, the concept of disintermedia-
tion can also be interpreted in terms of results through the money
multiplier. Under the pressure of this kind of banking disinterme-
diation, the concept of money might also be in danger of losing its
operational value or its meaningfulness. Therefore, it will be useful
to analyse the nature and problem of banking disintermediation
that has occurred in some countries in the SEACEN region. #

23. In this regard, some of the information have been derived from the project question-
naire replies sent by the member central banks for this study.
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Accordingly, as NBFIs are not allowed to receive demand deposits
as well as time and savings deposits, the question of disintermedia-
tion does not arise in the case of Indonesia. However, in Malaysia,
the NBFIs compete actively with the commercial banks by offering
higher interest rates. During the period 1980-1985, an increasing
proportion of new deposits of the private sector was placed with the
NBF1Is in Malaysia mainly in response to higher interest rates of-
fered by these institutions. There has been a shift in deposits from
the commercial banks to the NBFIs. There is, however, no clear
indication that there has been a shift away from demand deposits
directly into deposits with the NBFIs. The private sector deposits
mobilized by the commercial banks still continue to account for more
than 70.0 per cent of the total private sector deposits placed with the
financial system. Moreover, as the NBFIs, like finance companies
and merchant banks, are also required to maintain statutory re-
serve ratios, any shift of funds from demand to time deposits held
with these NBFIs is not expected to lead to a significant increase in
the supply of loanable funds. The adverse effect of banking disinter-
mediation will be noticed only if the commercial banks are required
to maintain two separate ratios, with the statutory reserve ratio for
demand deposits being higher than that for time deposits.

In the Philippines, there was no indication of a destabilizing sys-
tematic shift from the peso demand deposits to claims against
NBFTIs. The trend of demand deposit liabilities of commercial banks/
other institutions receiving peso demand deposits followed closely’
that of financial claims against NBFIs during the period under
review. However, in Thailand, so far, there has been a systematic
shift of demand deposits enly within the commercial banking sys-
tem itself. The cliange in structure of commercial banks’ deposits
was due mainly to the shift from demand to savings deposits. A
comparative analysis of the shifts in demand deposits to the time
and savings deposits within the banking system in some countries
in the SEACEN region is reflected from the following table (Table
15).

In Thailand, demand deposits as a percentage share of the total
deposits declined markedly from 16.2 per cent in 1975 to 13.1 and
6.6 per cent in 1980 and 1986, respectively (Table 16). During the
same period, the share of savings deposits of commercial banks shot
up from 8.9 to 12.9 and 26.2 per cent respectively. For NBFIs, only
the GSB and the GHB offer demand deposits, hence their shares of
demand deposits have been rather small and stable. In comparison
demand deposits of commercial banks during the same period ac-



Table 15

DEPOSITS OF COMMERCIAL BANKS: 1975-1987

(as Percentage of Total)

Average

Country 1980-87 1975 1980 1981 1982 1983 1984 1985 1986 1987
Indonesia'’

Demand Deposits 39.0 45.0 51.3 552 51.5 374 340 300 278 245

Saving Deposits 42.1 453 272 202 31.0 421 452 518 514 b58.7

Time Deposits

Other Deposits ? 19.0 9.7 21.5 156 175 20.5 208 182 208 16.8

Total: 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Malaysia

Demand Deposits 182  27.2 220 209 206 199 172 156 139 156

Saving Deposits 14.2 195 172 140 134 139 118 122 13.1 178

Time Deposits 59.1 53.3 57.0 59.1 60.5 58.0 617 62.1 615 528

Deposit Substitutes 8.3 - 38 60 55 82 93 101 111 127

Other Deposits? 0.2 - - - - - - 00 04 11

Total: 100.0  100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.¢ 100.0
Nepal

Demand Deposits 219 41.2 254 246 21.1 219 213 186 205 205

Saving Deposits 19.2 6.8 172 173 1798 17.0 189 207 228 219

Time Deposits 54.8 48,5 547 538 56.8 b44 554 550 53.8 531

Other Deposits 4.3 356 27 43 42 67 44 47 29 45

Total: 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Philippines!

Demand Deposits 14.5 214 203 162 12.7 133 115 105 114 131

Saving Deposits 38.8 28.1 321 329 339 353 371 417 53.0 556

Time Deposits 27.2 6.3 22.0 243 30.8 309 374 380 29.0 26.0

Deposit Substitutes 15.8 37.1 204 224 194 175 108 76 41 28

Other Deposits ? 3.7 71 52 42 32 30 32 22 25 25

Total: 100.0  100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Sri Lanka

Demand Deposits 28.6 521 387 308 269 273 264 258 265 2656

Saving Deposits 71.4 479 613 69.2 73.1 727 736 742 735 735

Time Deposiis

Other Deposits

Total: 100.0  100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
Thailand

Demand Deposits 7.7 162 131 114 87 63 56 46 54 64

Saving Deposits 21.2 89 129 149 190 34 213 210 262 311

Time Deposits 70.1 747 725 725 714 694 722 731 679 61.7

Other Deposits ? 1.0 02 14 12 09 09 09 13 05 08

Total: 100.0  100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

1. Refertodeposits of deposit money banks. For the Philippines, data is revised for the period 1983
to 1987. Data reflect expanded coverage of deposit money banks and other changes in the

-clasgsification accounts.

2. Other deposits refer to foreign currency deposits for Indonesia; negotiable certificates of
deposits, deposits under the New Investment Account and Special Deposit Account for

Malaysia; and marginal deposits for the Philippines and Thailand.

Sources: Project Questionnaire Replies.
Central Bank Statistical Bulletins.
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Table 16

SHIFT OF DEMAND DEPOSITS OF COMMERCIAL BANKS
INTO DEPOSITS OF NBFls: 1975-1987

Average
Country 1980-87 1975 1980 1981 1982 1983 1984 1985 1986 1987
Malaysia
L Demand Deposits as a Percentage 127 216 169 159 157 136 111 97 8.7 10.0
of Total Deposits (9.3) (5.6)(17.1) ( 17.1) (159) (11.6) (0.3) (-1L.7) (-4.4) { 187)
2. NBFT's Deposits as a Percentage 309 205 231 238 241 316 335 380 370 363
of Total Deposits ! {85.5) (22.3) (25.5) (2B.7) (18.5)(68.4) (30.5) { 281} (2.2) (2.0)
3.Banking System’s Deposits as a 691 795 769 762 759 684 665 620 630 637
Percentage of Total Deposits ~ (14.8) (15.2) (25.4) (23.2) (17.0) (15.6) (16.0) BT (7.4} (5.1)
4.Total Deposit Growth
{in Per Cent) 224 166 254 618 174 283 231 130 5.8 4.0
Philippines
1, Demand Deposits as a Percentage 65 143 8.9 7.9 62 63 51 48 6.1 na
of Total Deposits (5.8) (185) (28.0) (-6.0) (-6.9) (19.4) (-8.3) (-0.6) (13.5)
2. NBFT’s Deposits as a Percentage 45 152 82 5.9 556 41 28 22 28 na
of Total Deposits 2 (-3.5) () (27.2) (-24.1) (11.5) (-12.0) {-24.1) (-16.1) (12.0)
3. Banking System’s Deposits as a 9565 848 918 941 945 959 972 978 972 na
Percentage of Total Deposits®>  (13.3) () (35.4) (8.6) (19.2) {19.3) (14.3) (6.8) (-10.7)
4. Total Deposit Growth
(in Per Cent) 122 - 947 59 18.7 175 127 6.1 -102 na
Sri Lanka *
1.Demand Deposits as a Percentage 165 26.5 22.8 188 158 166 150 140 14.1 148
of Total Deposits (129) (8.1) (347} (0.9 (11.0) 3L1) (9.2) (B3 (74) (2.0
2. NBFT's Deposits as a Percentage 285 339 233 217 237 239 257 267 279 214
of Total Deposits * (20.9) (-) (20.1) (11.8) (45.0) (25.1) (30.3) (19.9) (11.7) (3.2)
3. Banking System’s Deposits as a 757 €61 767 983 763 761 743 1733 721 786
Percentage of Total Deposits (19.5) (1.6) (40.0) (22.1) (29.0) (23.9) (18.3) (18.9) (52) (3.2)
4. Total Deposit Growth
(in Per Cent) 19.3 - 34.8 201 325 242 212 157 68 -1.3
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Table 16 (Cont'd)

SHIFT OF DEMAND DEPOSITS OF COMMERCIAL BANKS INTO DEPOSITS
OF NBFIs: 1975-1987

Average
Country 1977-87 1975 1980 1981 1982 1983 1984 1985 1986 1987
Thailand
1. Demand Deposits as a Percentage 88 162 131 118 96 7.5 8.7 6.0 66 mna.
of Total Deposits (5.8) ) ) 61 (0.8 (3.4 (9.4 (-0.4) (28.7)
2.NBFT's Deposits as a Percentage 13.5 . 154 145 131 121 120 124 148 na
of Total Deposits ¢ {17.2) - ) (19.8) (11.1) (14.1) (21.4) (16.1) (37.9)

3. Banking System’s Deposits as a 86.5 na 846 855 868 879 880 876 852 na
Percentage of Total Deposits ~ (15.2) ) (9.6) (24.6) (25.7) (21.7) (12.0) (129

4. Total Deposit Growth
(in Per Cent) 192 na. . 182 227 242 217 124 160 na

1. NBFIs include the finance companies, merchant banks, discount houses, development finance institutions,
savings institutions and ether NBFIs.

NBFT's deposits refer to deposit substitutes,

The Banking System consist of commercial banks, thrift banks, rural banks and also specialized banks.

4. Figures for 1987 are for June 1987. The growth rate in the parenthesis are for June 1987 against December
1986.

NBFIs include the National Savings Bank and finance companies.

NBFIs include the GSB, BAAC, GHB, agricultural cooperatives and savings cooperatives.

w ta

o o

Note: 1.Figures in parenthesis are the annual growth rates of demand deposits, NBFT's deposits and the banking
system’s deposits.
2. Except for Thailand (the GSB and GHB), the NBFIs are not allowed to accept demand deposits.

Sources: Project Questionnaire Replies.
Central Bank Statistical Bulletins.
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counted for 5.4 per cent of the total bank deposits. Therefore,
changes with rates of interest of the GSB and the GHB are not likely
to cause shifts of funds from demand to time deposits as much as in
the case of commercial banks. 2¢

The extent of banking disintermediation can also be indirectly re-
flected, if, out of the total growth of deposits, the growth of deposits
of NBFIs exceeds the growth of various deposits with the banking
institution as reflected in Table 16. Although there is a slight indi-
cation of banking disintermediation in Thailand and Sri Lanka, the
banking system’s deposits as a percentage of the total deposits far
exceeds the proportionate share of NBFIs’ deposits in total deposits.
Even if the problem of this type of disintermediation takes momen-
tum, this can be rectified by imposing uniform reserve ratios to
these NBFTs as in the case of Malaysia.

5. Nature of the Money Multiplier

The recent financial changes in some industrial countries, such as
Canada, France, Germany, Italy, Japan, United Kingdom and the
United States of America, are making it much more difficult to
measure or define a given monetary aggregate and also to draw the
demarcation line between various aggregates, The problems of de-
fining broader aggregates are virtually as serious as those for nar-
row aggregates. It is because the proportion of interest bearing
instruments in the broadly defined monetary aggregate (M3) has
risen in all larger industrial countries. The share of interest bearing
instruments in the broadly defined money stock (M3), on an aver-
age, is estimated to be more than 85.0 per cent in these countries.
Similarly, the share of instruments with market related interest
rates in M3 has also gone up to the tune of more than 60.0 per cent
compared with less than 10.0 per cent in the early and mid 1970s.
The increase has been particularly sharp in the United States of
America. However, the proportion of the share of deposit substitute
instruments with market-related interest rates in M3 is much
smaller in most of the countries in the SEACEN region (Table 17).
Nevertheless, the process through which the supply of various
monetary aggregates becomes available may undergo changes in
the future, with a general tendency towards more elastic money or
liquidity.

24. Bank of Thailand, Project Questionnaire Replies, 1987.
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Table 17
SHARE OF INTEREST-BEARING INSTRUMENTS AND
DEPOSIT SUBSTITUTES IN THE BROADLY DEFINED
MONEY STOCK (M2, M3): 1980-1987

(in Per Cent)

Average
Country 1980-87 1980 1981 1982 1983 1984 1985 1986 1987

Indonesia
1. Share of Interest-Bearing
Instruments in M2 47.7 35.1 33.2 35.7 484 522 564 578 626

Malaysia
1. Share of Interest-Bearing
Instruments in M3 749 69.9 709 717 733 769 186 79.7 718

2. Share of Deposit
Substitutes in M3 ! 5.0 25 38 22 58 56 63 65 T4

Nepal
1. Share of Interest-Bearing .
Instruments in M2 49.3 44.3 490 454 49.0 50.1 51.1 513 b44

Philippines ?
1. Share of Interest-Bearing
Instruments in M3 59.6 485 51.2 579 565 632 669 67.0 654

2. Share of Deposit
Substitutes in M3 11.5 18.3 20.1 174 150 92 64 34 22

Sri Lanka
1. Share of Interest-Bearing
Instruments in M3 674 62.0 66,5 69.2 684 694 696 674 664

2. Share of Deposit
Substitutes in M3 * 206 200 182 201 203 211 215 218 219

Thailand
1. Share of Interest-Bearing )
Instruments in M3 84.1 77.2 79.8 82.7 85.0 86.2 B8.2 872 86.1

2. Share of Deposit
Substitutes in M3 3 18.2 19.7 20.1 203 188 16.7 181 17.0 15.1

1. Deposit substitutes refer to negotiable certificates of deposits and central bank certificates.

9. Datarevised for the period 1983 to 1987. Data reflect expanded coverage of deposit money banks
and other changes in the classification of accounts. Deposit substitutes refer to deposit
substitutes of banks and NBQBs.

3. Refer to the share of NBFIs deposits in M3.

Sources: Project Questionnaire Replies.
Central Bank Statistical Bulletins.
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Broadly, there are two influences on the supply of money or li-
quidity: that stem from changes in various currency and reserve
ratios at a given level of interest rates, and that linked directly to
interest rate movements. Accordingly, the financial changes, in
larger industrial countries have put upward pressures on the size of
the money and reserve multiplier. The increasing share of interest
bearing instruments and instruments with market-related interest
rate in M3 are some of the reasons for the upward pressure. In any
case, the declining currency holdings and transactions balances
with lower reserve requirements entail, ceteris paribus, higher
money and reserve multipliers.

Upward pressures on the money and reserve multiplier are also
caused by the fact that the effective reserve ratio against any given
category of deposits tends to fall as the public shifts funds into
substitute instruments with no reserve requirements or lower re-
serve requirements. In recent years, for most developed countries,
the money and reserve multipliers at the broadest level seem to
have risen faster than those at the M1 level. For example, between
end-1980 and end-1982 in the United States of America, the reserve
multipliers for M3 deposits and non-cash liquidity rose by 10.4 per
cent and 11.2 per cent respectively, compared with only a 4.0 per
cent rise in the reserve multiplier for M1 deposits. As far as interest
rate influences are concerned, the money supply appears to be be-
coming more responsive to interest differentials between borrowing
and lending rates. This is also supported by the fact that the propor-
tion of deposits at banks and NBFIs, which bear market related
rates has risen substantially in recent years. However, the share of
interest bearing deposit instruments in M3 in the SEACEN coun-
tries has not changed significantly between the period 1980 and
1987 (see Table 17). _

Further, in a majority of the countries in the SEACEN region, the
NBF1Is are not subject to reserve ratios. The NBFIs in Indonesia are
subject to gearing ratios and they are not allowed to receive demand
deposits as well as time and savings deposits. In other words, activi-
ties of NBFIs are not included in the monetary survey. Deposits of
NBFTs in Nepal account for less than 3.0 per cent of total deposits of
the commercial banks. Therefore, the disintermediation effect on
the money multiplier is negligible. In Sri Lanka, the NBFIs are not
subject to statutory reserve requirements (SRR) and they are not
permitted to accept demand deposits. Although in 1986, there was a
shift of time deposits from commercial banks to NBFIs (e.g., finance
companies), mainly due to higher deposit rates offered by the latter,
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this situation was reversed in 1987, mainly owing to the narrowing
of the gap between the deposit rates offered by commercial banks
and other NBFIs. The total amount of CDs issued by NBFIs as at
the end of June 1987, was also negligibly low at Rs. 104 million (i.e.,
0.1 per cent of M3). %

Similarly, the volume of deposit substitutes of NBFIs in some
SEACEN countries has not grown substantially and their propor-
tionate share to total financial claims, is minimal and also declining
in certain SEACEN countries (see Table 17). Therefore, their poten-
tial effect on the money multiplier would not be very significant and
the ability of the central bank to control monetary aggregates would
not be generally impaired. '

5.1 Banking Disintermediation and Its Effects on Money
Multiplier

The extent of shift of deposits with commercial banks to the non-
bank financial institutions also affects the size of the money multi-
plier. It, however, depends on the nature and extent of statutory and
liquidity requirements imposed on these NBFIs. If reserve require-
ments are not imposed and if the extent of shift of deposits is large,
they make significant impacts to change or alter the value of the
money multiplier and also the velocity relationship and thereby
create a problem in the implementation of monetary policy. An
indirect evidence of the extent of banking disintermediation can also
be reflected from the shift in the composition of monetary aggre-
gates as a result of the growth of NBFIs.

For instance, in Malaysia the declining trend in M1 from 13.3 per
cent in 1982 to 7.7 per cent in 1983 and turning negative by 0.6 per
cent in 1984 despite increases in the Gross Domestic Product, re-
flected mainly the shift of funds from non-interest bearing currency
and demand deposits into interest bearing deposits held mainly
with the finance companies and merchant banks in response to
increases in interest rates offered for such deposits (Table 18).
However, there has also been a sizable shift of-demand deposits to
interest bearing deposits within the banking system itself.

While there may be shifts in deposits from the commercial banks
to the NBF1Is, there is, however, no clear indication that there has
been a shift away from demand deposits directly into deposits with
the NBFIs in these countries.

25. Sri Lanka, Project Questionnaire Replies, 1987.
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There has been some shift of demand deposits to savings deposits
in some countries in the SEACEN region. But in Thailand, the shift
was occurring within the banking systems itself. For instance, in
Thailand the change in the structure of commercial banks’ deposits
was due mainly to the shifts from demand to savings deposits. As
already mentioned, demand deposits as a percentage share of total
deposits declined markedly from 16.2 per cent in 1975 to 13.1 and
5.4 in 1980 and 1986, respectively (see Table 16). During this same
period, the share of savings deposits shot up from 8.9 to 12.9 and
26.2 per cent, respectively. Nevertheless, the shifts in deposits from
demand to savings within the banking system have affected the M1
multiplier significantly. The M1 multiplier which used to be rather
stable around the level of 1.20-1.27 during the 1970s, has dropped to
" the level of 0.99-1.15 during 1982-1986. However, the M2 and M3
multipliers have increased significantly during 1975-1987 (Table
19). Therefore, in terms of monetary targeting, the central bank has
to use a multiple of targets, namely M1 and M2 and also domestic
private credit, with more emphasis put on M2. But this impact was
not generated by the growth and activities of NBFIs. Moreover, M2
and M3 have moved in the same direction for the last few years with
almost the same rate of growth, except for some years. Therefore,
monitoring M2 was sufficient enough to closely track the move-
ments of M3.

Further, there would be no increase in the supply of loanable
funds following the shift of funds from demand deposits to time
deposits if the commercial banks are not required to maintain two
separate ratios, with the statutory reserve ratio (SRR) for demand
deposits being higher than that for time deposits. If the NBFIs are
also required to observe the statutory and liquidity requirements,
the banking disintermediation and multiplier effect on money sup-
ply can also be minimized. For instance, in Malaysia the major
deposit. taking NBFIs namely, the finance companies and merchant
banks are also required to maintain liquidity and reserve ratios on
a uniform basis. Therefore, any shift of funds from the commercial
banks to these institutions is not expected to lead to a significant
increase in the supply of loanable funds. In case of other countries in
the SEACEN region (e.g., Nepal, the Philippines and Sri Lanka),
there seems to be no upward pressures on M2 and M3 multipliers.
The M2 and M3 multipliers are rather stable and in some cases
have even decreased (see Table 19). Although it may be generally
concluded that the growth of NBFIs tend to increase the credit
multiplier of the financial system, it depends on other factors asso-
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ciated with the financial system of each country. The NBFIs’ credit
multiplier varies inversely with the proportion of reserves that they
must hold against the liabilities and directly with the proportion of
their credit that returns to them as deposits. However, a higher
credit multiplier by itself is not the key issue associated with the
growth of these NBFIs. In this respect, it is worthwhile to mention
the effects of the growth of NBFIs on money multipliers as summa-
rized by Richard S. Thorn of the IMF Finance Division:

“The threat that the growth of non-bank financial institu-
tions may present to the effectiveness of monetary policy lies not
so much in the higher credit multiplier of the financial system
that results from the more rapid secular growth of the NBFI
relative to the banks, but in the fact that this growth introduces
an increasingly important element of credit expansion which in
most countries, under present legislation, cannot be directly
controlled by the monetary authorities. Even if, by restricting the
amount of reserves available to the banks, the authorities are
successful in preventing a rise in financial credit, a large increase
in credit may still occur through a shift in deposits from the
banks to the NBFIs. This shift will in general lead both to a net
increase in the quantity of credit and to a shift in the distribution
of credit in favour of the type of investment in which the NBFIs
specialise”.® . .on ,

Accordingly, in times of credit shortage, NBFIs are in a stronger
position to attract deposits from banks by raising the rate of interest
payable on their liabilities. On the other hand, the volume of bank
credit deliberately reduced by monetary policy by lowering the bank
credit multiplier, is partly offset by the amount of non-bank credit.
The operations of the NBFIs may, therefore, reduce the effective-
ness of credit control in the short run. Further, when a central bank
wishes to expand credit by lowering the bank reserve ratio and
increasing the bank credit multiplier, the non-bank credit multi-
plier may remain unchanged. However, Table 20 gives indication
that, whenever the reserve ratio has been increased, growth in bank
credit was in control with the declining trend in the growth of total
credit of the financial system. However, in some countries in the
SEACEN region (e.g., Nepal, Sri Lanka), the growth in total credit

26. Thorn, R.S., “Non-bank Financial Intermediaries, Credit Expansion and Monetary
Policy”, IMF Staff Papers, Vol. V, 1957-58, pp. 376.
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Table 20

SELECTED MONETARY INDICATORS: 1970-87

Reserve Multiplier Growth in Growth in Share of Share of  Loan-Deposit
Country/Year Ratio — Bank Credit  Total Credit  Bank Credit NBFlIs Ratio of the
(%) M1 M2 M3 (%) of Financial in Total Credit in Banking
System Credit Total Credit System
(%) (%) (%)
Indonesia*’

1970 10.0 12066 1.5927 - n.a. n.a. - - n.a.

1971 10.0 12266  1.7921 - n.a. n.a. - - na.

1872 10.0 12354 1.8075 - n.a. n.a. - - 1243
1973 10.0 1.3359 1.9708 - na. n.a, - - 134.0
1974 10.0 1.2100 15519 - 486 48.6 $9.99 001 122.6
1975 10.0 11770 1.8625 - 74.8 748 99.99 0.01 99.7
1976 10.0 1.2044 19767 - 29.9 299 99.98 002 90.9

1977 10.0 12012 1.8749 - 10.2 10.2 98.97 0.03 968
1978 5.0 1.3470 2.0623 - 37.0 37.0 99.96 0.04 89,0
1979 6.0 1.3976 2,1561 - 16.2 16.2 99.96 0.04 83.8
1980 5.0 15267 2.3481 - 25.8 256 89.95 0.05 746
1981 5.0 1.6546 24786 - 29.0 29.1 $9.90 0.10 829
1982 5.0 1.733% 2.6966 - 28.2 28.2 99.90 0.10 983
1983 5.0 14731 28538 - 17.5 17.5 99.90 0.10 90.1

1984 5.0 1.5052 3.1463 - 230 23.0 99.90 0.10 86.2
1985 5.0 15033 3.4447 - 178 178 99.90 0.10 79.2

1986 5.0 14283 3.3857 - 19.2 18.2 99.90 0.10 91.2

1987 5.0 14044 3.7517 - 244 245 99.90 0.10 101.3

Malaysia®

1970 5.0 1.5067 3.0558 - 18.0 14.2 90.5 9.5 6§9.6
1971 5.0 1.4563 3.2062 - 13.0 15.2 88.8 112 69.5

1972 85 14270 3.0281 - 19.2 198 88.3 1.7 68.9
1973 8.5 1.4466 29248 3.2198 53.1 52.3 89.0 11.0 80.1
1974 10.0 1.3836 29730 3.3405 14.6 15.2 88.3 117 79.3
1975 7.0 1.4477 33227 3.7692 16.0 171 87.6 124 79.9
1976 6.0 14738 35739 4.0640 246 25.0 87.3 12.7 76.7
1977 6.0 14851 3.5916 4.0946 18.6 19.9 86.3 13.7 782
1978 50 15232 3.6733 4.2631 28.6 288 86.2 138 83.6
1978 5.0 15437 39316 4.6085 24.2 331 80.4 196 79.7
1980 5.0 1.5034 4.2587 4.9637 37.8 87.2 80.8 1%.2 86.7
1981 5.0 1.5375 45184 5.2249 214 2386 69.1 309 85.4
1982 5.0 14924 45034 52239 16.2 154 67.8 322 84.8
1983 5.0 15408 4.7251 57234 24.0 247 67.4 328 809
1984 5.0 14778 60773 6.3481 18.3 225 65.0 35.0 92.7
1985 4.0 1.3967 49745 6.4541 12.6 153 63.5 3686 96.1
1986 35 13772 53056 6.7286 6.8 153 62.9 371 95.5
1987 35 14786 62944 66216 0.3 79 na. na. 94.7

1.In Indonesia, the required reserves ratic is calculated as a percentage to current liabilities.

2.In Malaysia, the reserve ratio refers to the statutory reserves ratio and is calculated as a percentage of eligible liabilities. For Malaysia,
from 1970 to 1978, NBFIs consist of finance companies and merchant banks; and, from 1981-86, NBFIs include finance companies,
merchant banks, cooperatives, savings institutions and other NBFls granting loans.
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Table 20 (Cont’d)

SELECTED MONETARY INDICATORS: 1870-87

Reserve Multiplier Growth in Growth in Share of Share of Loan-Deposit
Country/Year Ratio ————  BankCredit Total Credit Bank Credit NBFls Ratio of the
(%) M1 M2 M3 (%) of Financial in Total Credit in Banking
System Credit Tatal Credit System
(%) (%} (%)
Nepal
1970 7.0 1.0814 - - na. n.a. n.a. na. 72.6
1971 7.0 1.0813 - - na. n.a. n.a. na. 72.1
1972 7.0 10724 - - n.a. n.a. n.a. n.a. 68.7
1973 7.0 L0677 - - na. n.a. n.a. n.a. 70.2
1974 7.0 1.2060 - - n.a, na 61.4 38.60 84.4
1975 7.0 1.1627 - - 69.2 294 80.3 19.70 856
1976 7.0 10928 1.7387 - 47.1 52.9 713 22.70 52.6
1977 7.0 11875 2.0555 - 13.7 16.1 75.7 24.30 502
1978 7.0 11503 2.0372 - 49.4 32.7 85.2 14.80 68.0
1979 7.0 L1755 21007 - 26.9 121 90.8 920 76.3
1980 7.0 12040 2.1622 - 222 20.8 91.9 810 82.5
1981 8.0 11772 2.3106 - 339 38.7 B88.7 11.30 836
1982 8.0 10881 23487 - -12.2 9.1 85.6 14.40 69.0
1983 - 8.0 11117 2.4429 - 7.7 124 82.0 18.00 60.7
1984 9.0 10851 2.3802 - 42 7.8 79.4 20.60 62.2
1985 8.0 12755 2.5261 - 28.5 26.1 90.0 10.00 713
1986 9.0 10616  2.3735 - 31.8 263 84.5 15.5¢0 73.3
1987 8.0 11209 2.4563 - 16.2 n.a. na. n.a. 67.5
Philippines *
1970 20.0 14487 2.8957 - na. n.a. 100.0 - 115.3
1971 20.0 14499 29377 - 175 17.5 100.0 - 112.4
1972 20.0 1.4480 2.6569 - 49.3 49.3 100.0 - 141.8
1973 20.0 14439 35889 4.3919 26.8 26.8 100.0 - 91.2
1974 20.0 14364 3.8657 5.0569 48.6 48.6 100.0 - 918
1976 200 14479 4.0547 54067 16.0 52.2 6.3 237 118.2
1976 20.0 15075 44816 58390 30.9 272 78.5 215 129.3
1977 20.0 15089 44375 55889 19.3 18.4 79.2 20.0 128.9
1978 20.0 13777 4.2218 5.1563 24.1 28.1 6.7 23.3 135.4
1979 20.0 12496 3.8037 4.5962 26.3 25.0 715 225 136.1
1980 20.0 1.3296 4.0002 47301 254 242 78.3 21.7 134.9
1981 199 12626 4.3712 52473 195 156 81.0 19.0 143.3
1982 138 11802 4.8262 56654 12.3 115 81.5 18.5 138.8
1983 17.9 1.1153 3.8779 4.4651 329 345 80.0 18.5 161.1
1984 19.1 0.9611 34643 3.7865 -2.6 -0.1 78.5 21.5 156.9
1985 189 0.8972  3.3279 3.5435 =117 -6.8 T4.3 257 137.0
1986 18.7 08155 2.6989 2.7921 -28.1 =217 68.2 318 110.0
1987 18.4 08760 2.6143 26748 18.7 11.3 727 27.3 113.7

3.  Banks for the Philippines include commercial banks, thrift banks, rural banks and specialized banks. The loan deposit ratio refers
tothe loan-deposit ratio of commercial banks. Growth in bank credit refers to all types of banks’ credit. Data revised for the period
1983 to 19687. Data reflect expanded coverage of deposit money banks and other ch in the classification of
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Table 20 (Cont'd}

SELECTED MONETARY INDICATORS: 1970-87

Reserve Multiplier Growth in Growth in Share of Share of Loan-Deposit
Country/Year Ratio —_— Bank Credit Total Credit  Bank Credit NBFIs Ratio of the
(%) M1 M2 M3 (%) of Financial in Total Credit in Banking
System " Credit Total Credit System
(%) (%) (%}
Sri Lanka
1970 n.a. 14955 2.3687 - 6.7 - - - 64.6
1971 n.a. 143956  2.3007 - 14.1 - - - 70.2
1972 na. 14025 2.2466 - 22.3 - - - 65.9
1973 n.a. 1.2884 1.9267 - 4.3 - - - 711
1974 n.a. 13074 2.0276 - 46.4 - - - 927
1975 n.a. 1.4403 2.2188 - 1.2 - - - 978
1976 n.a. 1.5434 23419 3.1204 20.3 - - - 86.0
1977 n.a. 13977 22706 29468 49.3 - - - 934
1978 n.a. 1.3932 25562 3.2992 39.1 - - - 99.8
1979 n.a. 14476 2.842! 3.6513 35.3 - - - 96.8
1880 5.0 1.5008 3.1614 3.9499 42.3 - - - 98.3
1981 6.0 1.2816 3.1254  3.8207 244 23.9 918 8.20 100.1
1982 6.0 1.2150 3.1522 3.9449 19.9 29.7 90.5 9.50 93.7
1983 8.0 1.2049 30439 38177 239 212 894 10.60 944
1984 80 1.1768 3.0377 3.8480 11.7 209 90.6 9.40 83.7
1985 103 1.0374 26769 34084 10.3 18.8 88.1 11.90 87.0
1986 10.3 11329 27205 3.4802 68 74 844 15.60 89.7
1987 10.0 12161 28282 36234 18.7 na. na. n.a. 93.7
Thailand ¢
1870 n.a. 1.2689 27227 - n.a. n.a. na. n.a. 88.4
1871 n.a. 12614 2.8630 - n.a. n.a. B9 18.1 83.8
1972 7.0 1.2450 3.0067 - 13.0 217 5.1 249 747
1973 8.0 12741 3.1159 - 43.1 428 755 245 B7.7
1974 7.0 1.2558 3.3422 - 34.2 36.9 729 27.1 92.0
1975 7.0 1.1957  3.4940 - 205 23.5 71.0 29.0 93.9
1976 7.0 12331 89350 4.5140 16.3 19.8 69.3 30.7 89.4
1977 7.0 1.2387 4.0991 5.0365 274 28.7 69.0 310 92.9
1978 70 1.2685 4.1834 5.2341 30.2 e 68.3 317 100.1
1979 70 1.2641 4.0887 5.0896 23.0 18.6 70.8 292 1111
1980 7.0 1.2490 4.3927 5.4684 12.2 14.3 69.5 0.5 1008
1981 7.0 1.2100 4.7945 6.0017 16.2 17.1 69.0 31.0 8718
1982 7.0 1.1543 53196 6.6738 17.8 175 69.2 ¢.8 92.4
1983 7.0 1.0988 59629 7.3469 34.0 275 72.7 273 985
1984 7.0 1.1128 6.7434 8.0029 18.3 151 74.7 253 95.7
1985 7.0 0.9922 6.8580 8.3779 9.9 101 76.4 23.6 93.8
1986 7.0 10742 69842 84187 4.5 49 75.9 24.1 86.7
1987 70 11349 69315 81622 15.6 n.a. n.a. n.a. 894

4. In Thailand, the reserve ratio refers to the statutory reserve ratio.

Sources: Preject Questionnaire Replies.
Central Bank Statistical Bulletins.
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was also associated with the growth in the share of NBFIs’ credit in
the total credit in certain years. This can be attributed to the inef-
fectiveness of the reserve ratio in a situation of excess liquidity
prevailing in the banking system. But, with the exception of Malay-
sia, as the share of NBFIs' credit in the total credit was declining for
the last few years, the effects of the growth of these NBFIs on money
multiplier will be negligible.

In those countries where the share of NBFIs’ credit in the total
credit is moderately higher, the effects of the growth of NBFIs may
be counteracted by the imposition of uniform reserve requirements
to these non-bank financial institutions. For instance, in Malaysia,
the deposit taking NBFIs (e.g., finance companies, merchant banks,
ete.) are also required to observe the statutory reserve ratios. Simi-
larly, in the Philippines, the Non-Bank Quasi-Banks (NBQBs) have
to observe the same reserve requirements on deposit substitues as
banks, thus putting NBQBs in an equal and competitive footing
with banks in terms of mobilizing deposit substitute liabilities.

Therefore, the potential effect of NBFIs’ operations on monetary
policy in the SEACEN countries should not be exaggerated. There is
a limit on the growth of NBFIs because after a point, individuals
may be reluctant to transfer deposits at banks to NBFIs in response
to differences in interest rates. And, NBFIs cannot go on increasing
their interest rates to attract deposits since the upper limit of the
interest rates they may charge on their loans is ultimately deter-
mined by the rate of return on new investments. Moreover, the
share of NBFIs’ credit in the total credit is not significant in most of
the countries in the SEACEN region and in some cases it is even
declining. The commercial banks still dominate the financial system
and therefore, any unilateral action of NBFIs is unlikely to have
very severe effects on monetary policy.

VI. OVERALL ISSUES AND PROBLEMS
ASSOCIATED WITH THE GROWTH OF
NON-BANK FINANCIAL INSTITUTIONS (NBFIs)

This chapter attempts to focus on some of the issues and problems
associated with the growth of NBFIs, particularly the matters con-
cerning the regulatory and supervisory authorities regarding the
unfair share of burden of monetary policy placed only on the bank-
ing system. It may be recalled that there has been a systematic shift
of demand deposits in some SEACEN countries but it was noticed
that it has occured largely within the commercial banking system
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itself. Due to the predominance of commercial banks, the regulatory
conditions imposed on commercial banks have not diminished their
role relative to NBFIs. In most SEACEN countries, the monetary
aggregates have not been redefined even with the presence of finan-
cial instruments or claims offered by the NBFIs that are close sub-
stitutes to deposits. However, the ability of the central bank to
control monetary aggregates has not been generally impaired by the
growth of deposit substitutes and their potential effects on the
money multiplier ig not very significant because of their low propor-
tionate share to total financial claims in most of the countries in the
SEACEN region.

1. Effects on the Money Demand Function

The project questionnaire replies sent by member banks also re-
vealed that there is no indication of a destabilizing systematic shift
from demand deposits to claims against NBFIs (such as deposit
substitutes, NCDs, etc.) and these institutions do not create money
in the same way as the commercial banks. Under the pressures of
banking disintermediation, the concept of money is usually in dan-
ger of losing its operational value or meaningfulness for the concept
of money. This problem has been noticed in the industrial countries
where instruments like NCDs, NOW Accounts and Super-NOW
Accounts have created the problem for defining money and the
demand for money function. For instance, 60.0 per cent of M2 in the
United State of America consists of instruments which pay market
related interest rates compared with less than 5.0 per cent in early
and mid-1970s. Therefore, in 1982, the Federal Reserve Board had
to focus more attention on the broader monetary aggregates (M2
and M3) and less attention on M1. In 1982, Canada also had to
discontinue its M1 target, while the United Kingdom intended to
monitor a range of aggregates as well as the exchange rates. The
reasons behind these general modifications of policy are numerous.
In other words, the range of issues affected by the growth of NBFIs,
particularly in the industrial countries, is very broad.

More particularly against a background of high and volatile inter-
est rates, the demand for money has shown considerable instability
in certain countries, not least the USA. Accordingly, the demand for
the narrow aggregate has been unevenly shifting downwards and
the demand for both narrow and broad aggregates is becoming more
unstable in these countries. Over the last few years, increasingly
smaller amounts of narrowly defined money have been used to fi-
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nance a given level of output. The proportion of shifts out of these
balances, however, seem to work unevenly overtime and is by and
‘large unpredictable, which makes the demand for narrow monetary
aggregates unstable especially in the short run. The proliferation of
NBFIs have also contributed to this instability. In this regard M.A.
Akhtar’s analysis on the evidence of shifts or instability in the
money demand functions since the early or mid-1970s for five of the
seven larger industrial countries will be highly useful to illustrate
this (Appendix 8). 27 As shown in the Appendix, with the exception of
M2 demand functions in the USA and Canada, the demand for
various aggregates appears to have been quite unstable.

Further, the demand for money, especially of the broader level,
has become less sensitive to the general level of interest rates in
these countries. The rising share of financial instruments with
market-related rates in monetary aggregates has been one of the
causes of the decline in interest elasticity of money demand in these
countries. The comparative estimates undertaken by M.A. Akhtar
on interest elasticities of the demand for M2 or M3 based on the
standard money demand function will also be a useful illustrative
case to be mentioned here regarding the implications of NBFIs and
their various market related financial instruments on monetary pol-
icy.?® Accordingly, in most cases, Akhtar’s estimates appear to be
consistent with the view that interest elasticity of money demand
has been declining over time and in some cases the interest rate co-
efficient yields the wrong sign over the 1976-1982 period (Table 21).

This means that the role of interest rates in controlling monetary
growth has been weakening because of the declining interest elastic-
ity of money demand stemming from an increase in the proportion
of liabilities that pay market related interest rates. Obviously, the
dimension of the monetary control problem will be much more seri-
ous over the short-run and for the broader aggregates than for the
narrow aggregates. This declining trend of interest elasticity of
money demand in some industrialized countries can be attributed to
the rising share of financial instruments with market-related rates
in monetary aggregates. The increase in the proportion of interest
bearing instruments in the broadly defined monetary aggregate,
(M3), has been particularly sharp in the USA, where the share rose
to more than 70.0 per cent in late 1980s from around less than 10.0

27. Akhtar, M.A., “Financial Innovations and Their Implications for Monetary Policy:
An International Perspective”. BIS Economic Papers No. 9. Basle: Bank for Interna-
tional Settlement, December 1983, pp. 33-38.

28. Op'eit.
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Table 21

ESTIMATES OF INTEREST ELASTICITIES OF THE DEMAND FOR M2
OR M3 BASED ON THE STANDARD MONEY DEMAND FUNCTION !

1968-76 1976-82
United States ....oocooeeeveeeveeees eveevveveenens 1 -0.13 -0.06
2 -0.11 -0.10
2
JAPAD 1o e -0.07 -0.002
3 2
GEITNANY .evvereiieerieeeeieranrees seerrerereeseeiens -0.04 -0.02
2
France ....cocoiverviieeiccienes e, -0.04 -0.03
2 2
United Kingdom .....ccccoceeceereever vereveeenen. -0.05 : -0.06
2
751 OO 1 -0.04 -0.14
2 2 2
0.06 0.16
2,3
Canada .....coccovevieiiieeees e -0.01 0.24

1. The regression equations were specified as: In(M/P) = a0 + al In y + a2 In RS;
where M = nominal money balances(M2 for the United States, Japan, France and
Canada, M3 for Germany, the United Kingdom and Italy), y = real GNP/GDP,P =
GNP/GDP deflator, RS = short-term interest rates (Treasury bill rate for the
United States, the United Kingdom and Canada; call-money rate for Japan; inter-
bank rate for Germany, secondary market rate on public-sector bonds for France
and Italy). All regression were based on quarterly data. Estimates on the second
line for the United States and Italy are obtained from the standard stock adjust-
ment specification: '

In(M)=b0 +blIny +b2 In RS + b3 In M1
P P
where t refers to the current period. This specification provides nonsense
results (i.e., b3 > 1 or bl < 0, etc.) for other countries either over 1968-76 or
1976-82 or both.
2. Not significantly different from zero at the 5.0 per cent level.
3. Based on data for 1969-76.

Source: Adopted from M.A. Akhtar’s Table in - “Financial Innovation and Their
Implications for Monetary Policy: An International Perspectives”, BIS
Economic Papers No. 9, Basle: Bank for International Settlement, Decem-
ber 1983, pp. 38. .
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per cent in late 1970s. However, in the SEACEN countries the share
of instruments with market related interest rates in M3 is not sig-
nificant (see Table 17). For instance, in the Philippines, the avail-
able data for the period 1981 to 1986 showed that the proportionate
share of deposit substitutes of NBFIs in M3 have not grown over 5.0
per cent on the average. The share of deposit substitutes of NBFIs
in the Philippines to total M3 declined from 20.1 per cent in 1981 to
3.4 per cent in 1986, indicating that claims of NBFIs have not been
significant, and can easily be expected a low profile of implication for
monetary policy. The income elasticity of demand for real M1 bal-
ances is more than unity and that for real time deposits balances
less than unity as is expected from the observed fact that time
deposits have grown at a much more rapid rate than M1 during the
period under study. The income-elasticity estimates with respect to
M2 reflect the combined effect of income changes on M1 and time
deposits. The estimates of the interest elasticities of the demand for
M2 for selected SEACEN countries on the standard money demand
function are shown in Table 22.

2, Effects on Interest Elasticity of the Demand for Money

There is already a proliferation of new financial instruments with
mark of related interest rates outside the conventionally defined
broad monetary aggregates in many developed countries. The de-
mand for these new instruments is putting downward pressures on
the demand for broader aggregates. In studies of demand for money,
therefore, account must be taken of own rate of return and yields on
competing assets. However, in most empirical studies, the rate of
interest on some non-money financial assets is considered. As to the
yields on non-monetary financial assets, there exists a choice be-
tween long-term and short-term rates. In most of the developed
countries, the short-term rate is usually represented by the Treas-
ury-bill rate, call-money rate, interbank rate, or short-term commer-
cial-paper rate, and the long-term corporate-bond rate or the market
yield on consols. However, the lack of a continuous series of appro-
priate data has confined our attention to own interest rates on 1-
year time deposits of commercial banks, 1-year time deposit rates of
NBFIs and the interbank rate.

It can be seen from Table 22 that interest elasticities of demand
for real M2 balances are negative, as expected. The interest rates on
time deposits is an opportunity cost of holding currency or demand
deposits and such balances should therefore decrease as the oppor-
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Table 22

BROAD INTEREST ELASTICITIES OF THE DEMAND FOR MONEY
IN THE SELECTED SEACEN COUNTRIES*

Country/ B2 B3 B4
Dependent Sample
Variables Period 1-a l-a 1-a
Malaysia
M2 1979.2 - 1987 .4 1.118 -1.310 -0.018
Philippines
M2 1979.2 - 19874 10.134 - -5.390
Sri Lanka
M2 1979.2 - 1987.4 0415 0.042 0.524
Thailand
M2 1979.3 - 1987.4 -0.132 0.438 -0.217

1. The interest elasticities are calculated from the coefficients for the demand for
money function in Table 25.

B 2 - coefficient for 1-year time deposit rates of commercial banks
B 3 - coefficient for 1-year time deposit rate of NBFIs
B 4 - coefficient for interbank rates

a - coefficient for lagged variable
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tunity cost increase. The interest elasticity for M2, however, is dif-
ficult to interpret. In purely statistical terms, it is the net combined
result of the effects on M1 and time deposits. Conceptually, the
interest rate plays a dual role in the M2 equation.

In this regard, Suzuki’s® estimation of money demand function
in Japan, will also be useful to illustrate here. This is because, in
terms of financial structure, deregulation, and the growth of finan-
cial instruments, the NBFIs in Japan are more or less comparable
. with some countries in the SEACEN region, where the process of fi-
nancial deregulation is still underway. Moreover, the Japanese fi-
nancial system is also not fully deregulated.

Table 23 gives the estimation results of the Money-Demand
Function. In order to test the stability of these money-demand func-
tions, a Chow test using an F-statistic has been used by the author.
The result is shown in Table 24. As can be seen from this table, there
were shifts in the money demand functions between the period
ending in 1973 and that beginning in 1974, both for M1 and
M2+CDs, which are significant at the 1.0 per cent level in the case
of M1 and at the 0.1 per cent level in the case of M2+CDs. Con-
versely, whén the same equations were estimated for the two sub-
periods since 1974, with 1980/1 and 1980/2 as the dividing line, no
significant structural change can be detected in either M1 or
M2+CDs between these two sub-periods. In other words, the money-
demand function shifted around 1973-74 under the influence of
structural changes in the financial system and financial innovation,
but there was no evidence of further shifts in the money-demand
function when some growth of non-bank financial institutions was
evidenced in the post-1974 period.

Suzuki’s analysis clearly shows that structural changes in the
money demand functions in Japan in the form of declining income
elasticity of M1 and declining responsiveness to interest rate
changes in the demand for M2+CDs are the results of financial
innovations. The declining trend of interest elasticity of the demand
for M2 or M3 has also been noticed in a few industrial countries (see
Table 21). In the case of the SEACEN region, the demand for money
function has been estimated for selected SEACEN countries, the
results of which are tabulated in Table 25.

With the growth of NBFIs, a decline in income elasticity of the
demand for M1 and in the interest elasticities of the demand for M2

29. Yoshio Suzuki, “Financial Innovations and Monetary Policy in Japan®, Financial
Innovation and Monetary Policy, Bank for Intematmnal Settlements (BIS) Basle,
March 1984, pp. 133-170. ‘
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Table 23

ESTIMATION RESULTS OF MONEY-DEMAND FUNCTIONS!

Dependent  Sample Explanatory Variables ‘Bl B2
Variables  period P R2 SE DW — —
’ a BO Bl B2 B3 l-a la
0.8055 -0.1873 0.2418 -0.0826 0.0114 - 0.9969 0.0177 1558 1.241 -0.4247
M1 (12.70) (0.827) (3.23) (3.19) (0.0910)
1965/3-
1973/4 0.7851 0.1824 0.2469 0.2469 0.0265 - 0.9991 0.0090 1.737 1.149 -0.3648
M2+CDs (19.80) (1.98) (541) ({5.41) (0.446)
0.7051 1.6484 0.1926 -0.0176 -0.0310 - 0.9781 0.0149 1.756 0.653 -0.0597
M1 (7.25) (3.11) (2.64) (0.879) (0.747)
1974/1- .
1983/1 0.7474 -0.9561 0.3760 -0,0296 0.0382 - 0.9974 0.0095 1.181 1.489 -0.1172
M2+CDs* (9.64)  (340) (3.41) (2.30) (1.50)
0.6129 0.4375 0.3870 -0.0118 -0.0113 - 0.9766 0.0143 1.692 1.000 -0.0305
M1 (4.13) (0.622) (2.49) (0.0581) (0.258)
1974/1-
1980/1 0.6338 -1.8982 0.5833 -0.0261 0.063% - 0.9954 0.0091 1.216 1.251 -0.0713
M2+CDs (6.17) (3.98) (4.11) (2.01) (2.28)
0.4944 8.5370 0.1154 0.0339 -0.2764 - 0.9283 0.0130 2.373 0.228 0.0670
M1 (2.29) (1.69) (0.284) (0.435) (1.55)
1980/2-
1983/1 0.7227 1.4024 0.2266 -0.0194 0.0713 - 0.9905 0.0075 2.732 0.817 -0.0700
M2+CDs {4.55) (0.488) (0.8687) (0.538) (0.747)

1974/1- 0.7251 -0.9501 0.4038 -0.0196 0.0138 0.440 (.9999 0.0086 1.948 1.469 -0.0713
M2+CDs*  1983/1 (8.36) (2.68) (3.28) (1.15) (0.41D)

* Autogressiveu type {removed lst order serial correlation).

1. log (M/P)t = BO + Bl log GNP(R)t + B2 log RCALLt + B3 log RTDt + alog (M/P)t-1 + Ut where, M is M1 or M2
+ CDs, Pis the GNP deflator, GNP{R) is real GNP, RCALL is a weighted average of call-money rates and market
rates for commercial bills, RTD is interest rates on time deposits (one year) and U is a disturbance term. M,
RCALL, RTD are quarterly averages of moanthly data. All data except for interest rates are seasonally
adjusted.

Source: Adopted from Yoshio Suzuki’s Table in “Financial Innovations and Monetary Policy in Japan” in Finarcial
Innovation and Monetary Policy, Bank for International Settlements (BIS), Basle, March 1984, p. 154,
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Table 24

STRUCTURAL CHANGES IN MONEY-DEMAND FUNCTIONS

{Chow Tests)
F-value
Test periods Degree of
freedom M1 M2+CDs
1 2
Structural change 3.464 5.818
between
1965/3-1973/4 F(5,61) Level of significance
and
1974/1-198371 0.805% 0.019%
Structural change 1.158 1.868
between
1974/1-1980/1 F (5,27) Level of significance
and
35.5% 13.3%

1980/2-1983/1

1 Significant at the 1 per cent level.
2. Significant at the 0.1 per cent level.

Source: Adopted from Yoshio Suzuki’s Table in “Financial Innovations, and
Monetary Policy in Japan®, in Financial Innovation and Monetary Policy,
Bank for International Settlement (BIS), Basle, March 1984, p. 154.
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is usually noticed in some developed countries. The illustrative
estimates of the money demand function in Japan, however, shows
that, the changes have not been so abrupt as to obscure the appro-
priate supply of money. Over the last few years the increasing use of
instruments with market-related interest payments is making the
demand for money, especially for broader aggregates, less sensitive
to the general level of interest rates in many developed countries.

From the results of the estimation of the demand for. money
function of the selected SEACEN countries, it would appear that the
lagged dependent variable is an important explanatory variable in
the equations for broad money for all the selected SEACEN coun-
tries. Income appears to be an important explanatory variable for
Malaysia and Thailand. The explanatory variable, interest rates is
not very significant in the demand for money function with the ex-
ception of Malaysia (1-year time deposit rate of finance companies).
The lagged dependent variable is also a very significant explanatory
variable and its significance indicates that adjustments to equilib-
rium are not instantaneous and that real money holdings follow a
lagged pattern.

A rise in the deposit rates increases the return to money and
hence raises the demand for money, but, on the other hand, the
associated upward movement in the lending rate implies a more
attractive yield on financial investment and would therefore de-
crease the demand for money. Therefore, within the framework of
the existing financial markets, it could well be useful to investigate
the shift of deposits as between bank accounts of different fixed
periods and as between those placed with the commercial banks and
non-bank financial institutions in response to changes in interest
differentials. But the -estimates from the demand for money equa-
tion indicates that the lagged dependent variable and the income
variable are the more important explanatory variables and interest
rate is not a significant explanatory variable. Therefore, the disin-
termediation impact in response to changes in interest rate differen-
tials can be safely assumed to be negligible, which is in agreement
with some of the project questionnaire replies and also the indirect
evidence of the nature and extent of disintermediation analysed in
the previous chapters of the study.

Therefore, from the above estimation it is clear that the growth of
non-bank financial institutions and their related financial instru-
ments have not proceeded to the stage where the demand for money
function has been adversely affected. It showed that it is still pos-
sible to base one’s monetary targets and policies on the traditional
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approach. Nevertheless, one obvious immediate lesson to be drawn
for SEACEN countries from the experience of the industrial coun-
tries is that, it is desirable to re-estimate periodically a variety of
demand for money functions, to check them for their stability and
predictive reliability, and to be ready to adopt one’s targets in the
light of evolving experiences.

3. Implications for Financial Regulation

It has been generally argued that an increasing proportion of credit
can be created outside the banking system because of the uncon-
trolled activities of the NBFIs. It is because monetary policy is
usually anchored around ‘banks’ and is proving inadequate in con-
trolling or influencing monetary aggregates. This concern is further
aggravated when the relatively less controlled NBFIs have been free
to expand their fund gathering and lending activities, while the
banks have been restricted in their operations. Some of the activi-
ties of these NBFIs are not entirely different from that of banks. But
their operations however, are not directly influenced by monetary
policy. In some SEACEN countries, the NBFIs do issue claims which
are close substitutes for money. However, these NBFIs do not accept
demand deposits. Therefore, they do not create money in the same
way as the commercial banks. Some NBFIs, namely, the finance
companies and merchant banks compete actively with the commer-
cial banks for deposit funds and have tended to complement the
credit operations of the commercial banks. However, they are not
allowed to grant loans to customers in the form of overdrafts. The
NBF1s in some SEACEN countries are also subject to lending guide-
lines.

Finance companies in Malaysia, for instance, are subject to lend-
ing guidelines that are broadly similar to those applied to the com-
mercial banks. But unlike the commercial banks and finance compa-
nies, the loan operations of the merchant banks are not subject to
lending guidelines in Malaysia. Those institutions that compete
actively with the commercial banks for deposit funds are also re-
quired to maintain statutory reserve ratios (SRR). Therefore, any
shift of funds from demand deposits to time deposits held with the
finance companies and merchant banks is not expected to lead to a
significant increase in the supply of loanable funds. Thus, even if
there will be shifts in deposits from the commercial banks to the
NBFIs, the mechanism of uniform reserve requirements will
counteract the excessive credit flow outside the banking system. But
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in certain SEACEN countries, NBFIs like finance companies that
have a direct bearing on monetary developments are not under the
direct regulatory jurisdiction of the central bank unlike in Malaysia,
for example. Therefore, there could be an increase in the supply of
loanable funds following the shifts of funds from demand to time
deposits only if the commercial banks are required to maintain two
separate ratios with the statutory reserve ratio for demand deposits
being higher than that for time deposits. But this is not the case in
almost all the SEACEN countries, because the statutory ratios of
the banking institutions are based on either total deposits or eligible
deposit liabilities of individual institutions. They are not required to
maintain different ratios for different types of deposits.

However, it must be realized that NBFIs have sprung out of the
demand for new and diversified services by the public and the role
of the development finance institutions tended to complement that
of the banking institutions, in that they specialize in the provision of
medium and long-term capital as well as a range of financial serv-
ices which are not normally being provided or inadequately provided
by the commercial banks. Therefore, in the context of only those
institutions, which are similar to commercial banks in terms of
financial activities, but not directly controlled by the monetary
authorities, a shift in deposits from banks to those institutions will
in general, lead to a net increase in the quantity of credits and to a
ghift in the distribution of credit in favour of areas covered by those
non-banks. In the SEACEN region, shifting of deposits is not un-
likely because of the interest rate differential between banks and
NBFIs. This can be seen from the following Tables 26(a), 26(b), 26(c)
and 26(d), which indicate that disintermediation has occurred
within the banking system to a larger extent as against the disinter-
mediation between the banking and non-banking system. The inter-
est rate differential has attracted deposits of longer term maturities
with the NBFIs but its effects on the increase of loanable funds is
not very significant. Where this effect was high, NBFIs are already
being kept within the regulatory jurisdiction of the monetary au-
thority (e.g., in Malaysia). This was done because the effectiveness
of monetary policy instruments is much reduced if they are not
applied to the NBFIs and an unfair share of burden of monetary
policy is likely to be placed on the banking system alone. However,
if NBFIs are being subjected to fractional reserve requirements,
they are able, like banks, to engage in a process of “multiple credit
creation” and they are very similar to the commercial banks in this
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respect.®® But the speed and automaticity of the process by which
reserves lost by one bank when it makes loans, are restored to the
banking system is the major distinguishing operational feature in
this context. The distinctive role as issuers of means of payment
gives the commercial banks a peculiar ability to expand credit.
Therefore, NBFIs do participate in the expansion of credit, but their
role is different from that of the commercial banks and has a differ-
ent significance.

Further, the role of intermediaries in the process of credit expan-
sion differs from that of the commercial banks in terms of time
periods, leakages and channeling savings into investment in a broad
sense. Nevertheless, it is the possibility of substitution between
money and NBF1Is claims (as asset prices and interest rates change),
which has become a concern for regulatory authorities. It does
appear that rising interest rates might induce a shift of funds by
public from demand deposits to time deposits at commercial banks
which can increase the supply of loanable funds. But it is possible
only if reserve requirements are lower for time than for demand
deposits, which is not the case in the SEACEN countries. There is no
evidence of systematic destabilizing shifts between demand deposits
and claims against NBFIs in the SEACEN countries. However, if
such shifts should raise difficulties in the future, these destabilizing
effects can be eliminated by the application of appropriate legal re-
serve requirements to these institutions. But it should be noted,
however, that if the same effective reserve requirements are im-
posed, that will also take away the intermediary status of these
institutions. Further, although systematic changes in the composi-
tion of the portfolios of NBFIs could exert destabilizing effects which
would seriously weaken the effectiveness of monetary controls, re-
cent experience suggests that when business fluctuations are as
moderate as they have been in recent years, the commercial banks
constitute a much more serious problem in this respect than do
intermediaries. What is needed to make monetary policy more effec-
tive is not additional controls over the activities of the NBFIs but
rather some means, by which the scope for destabilizing portfolio
adjustments by the commercial banks can be reduced. 3 Therefore,
unless the activities of the NBFIs generates serious destabilizing

30. Donald Shelby, “Some Implications of the Growth of Financial Int:srmediaries”,
Journal of Finance, Vol. 13, December 1958, pp. 527-541.

31. Warren L. Smith, “Financial Intermediaries and Monetary Controls”. Quarterly
Journal of Economics, November 1959, pp. 551.
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effects leading to ineffectiveness of monetary policy, there is no
purpose in imposing additional regulatory and statutory require-
ments in the same way, as have been applied to the commercial
banks.

Similarly, on the supply side, the growth of NBFIs and the subse-
quent financial innovation process may imply, ceteris paribus,
upward pressure on the “money multiplier”. However, in some in-
dustrialized countries (e.g., in Japan), changes in the money multi-
plier accompanying structural shifts in the money-demand function
pose no particular problems for monetary control. As already men-
tioned in Chapter V, the resulting changes in the money multipliers
and the money supply does not give any evidence of significant
upward pressure on the money multipliers in the SEACEN coun-
tries.

Moreover, reserve requirements are not effective in countries
where banks hold excess liquidity periodically. The drawbacks are
compounded by the activities of the NBFIs. The growth of NBFIs
may, generally reduce the effectiveness of reserve requirements. If
requirements are imposed on the banks but not on the NBFIs that
offer services close to those of the banks, there is likely to be a shift
in deposits to the NBFIs and an unfair share of the burden of
monetary policy is, thereby, placed on the banking system which
may affect the value of the multiplier. However, the value of the
NBFIs multiplier depends on the percentage of reserves that the
NBFIs hold against their liabilities and the proportion of their loans
and investments that return to them as deposits. The higher the
reserve ratio and lower the return flow, the lower will be the non-
bank multiplier. In most countries, the likely value of the NBFIs
multiplier appear to be between 0.8 and 1.3, approximately. For a
low reserve ratio and return flow (which is the most prevalent situ-
ation) the value of the NBFIs multiplier will be closer to unity. This
means that the NBFIs can expand their loans and investments by
an amount roughly equal to any increase in their deposit liability.
The general concern is that the growth of NBFIs relative to the
banking system may increase the potential ability of the financial
system to raise the volume of loanable funds, without coming into
direct prudential regulatory authority of the central bank.

However, the logical answer to this problem depends on the be-
" haviour of the NBFIs credit multiplier. It varies inversely with the
proportion of reserves that they must hold against liabilities. This
analysis is possible only if reserve requirements are imposed on the
NBFIs. Similarly, the NBFIs credit multiplier varies directly with
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the proportion of their credit (as loans and for investments) that
return to them as deposits. However, data on the latter are very
difficult to obtain in the SEACEN countries. Therefore, the higher
the reserve ratio and lower the return flow, the lower will be the
multiplier. Thus, the fundamental issue is whether the growth of
NBFIs has created higher credit multipliers over the periods or not.
Under normal circumstances, the value of M1 multiplier is very
near to unity (see Table 19).

The crucial problem is one which emerges from different perspec-
tives. For instance, when the monetary authority intends to reduce
the volume of credit by increasing reserve ratio and lowering the
bank credit multiplier, it might be offset by the amount of non-bank
credit expansion (see Table 21). In this situation, the operations of
NBFIs reduce the effectiveness of credit control in the short-run.
Similarly, when the monetary authority tries to expand credit by
lowering the bank reserve ratio and increasing the bank credit
multiplier, the NBFIs multiplier remain unchanged. But in many
SEACEN countries, reserve requirements are not imposed on non-
bank financial institutions with the exception of Malaysia and the
Philippines. In Malaysia, besides the commercial banks, finance
companies and merchant banks (the two main NBFIs that compete
actively with the commercial banks for deposit funds) are also re-
quired to maintain statutory reserve ratios (SRR). Similarly, the
Non-Bank Quasi Banks (NBQBs) in the Philippines are also re-
quired to put up reserves on their deposit substitutes. Although the
effect of the growth of NBFIs (resulting in a higher financial inter-
mediary multiplier) may be offset by a general increase in the offi-
cial reserve requirements of the commercial banks, the contraction
of credit has to be at the expense of the commercial banks, thus,
ignoring the basic principle of equity. Therefore, the growth of a
rival group of institutions developing a thriving business and un-
hampered by monetary authorities is most distasteful to the banks.
And, this is likely to weaken the willingness of the commercial
banks to co-operate on moral suasion and self-imposed prudential
ground basis. Therefore, the possible measures of control, by which
the lending activities of the NBFIs may be regulated, are either
moral suasion or imposition of statutory requirements on the
NBF1Is. The philosophy behind moral suasion is to allow flexibility
and not to cripple the activities of the NBFIs by rigid rules. But the
NBFIs that are not coming directly under the supervision of the
central bank do not respond readily to moral suasion.

The second method of imposing statutory minimum reserve re-
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quirements on the NBFIs with regard to the volume of credit they
may create is similar in principle to the regulatory arrangements
governing commercial banks. However, the problem arises as to
where the required reserves should be lodged. If the reserves are
kept with the central bank, it would have the effect of reducing the
deposits in commercial banks, and, thereby the volume of bank
credit; and the large part of the burden of credit falls on the banking
system. In the case of extreme shortage of credit, these NBFIs may
raise the interest rates payable on their deposits in order to attract
new deposits. These new deposits might be enough to offset the rise
in reserve requirements so that the entire burden of adjustment is
again shifted to commercial banks. Therefore, the effectiveness of
reserve controls is greatly reduced if the NBFIs are able to offer
higher returns on deposits. In this context, if the monetary author-
ity tries to control the price of NBFIs' credit and the interest payable
on deposits with these NBF1Is, it would also not be in line with the
policy thrust towards financial deregulation which aims to foster
competitive conditions and greater efficiency in financial interme-
diation. Nevertheless, the net result of requiring the NBFIs to
deposit their required reserves with the central bank would there-
fore, be a shift of a large part of the burden of credit contractions to
the banking system.

However, it must be remembered that the increase in the supply
of loanable funds following the shift of funds from demand to time
deposits can also occur within the banking system itself if the com-
mercia banks are required to maintain two separate ratios, with the
statutory reserve ratio for demand deposits being higher than that
for time deposits. But any shift of funds from demand deposits to
time deposits held with the NBFIs is not expected to lead to a sig-
nificant increase in the supply of loanable funds if the NBFIs are
also required to maintain the same level of statutory reserve ratios
(e.g., in Malaysia). Otherwise, shifts in deposits from demand to
savings accounts or time deposits accounts within the banking sys-
tem would affect only the M1 multiplier, as observed in some coun-
tries in the SEACEN region. For instance, the M1 multiplier which
used to be rather stable around the level of 1.20-1.27 during the
1970s in Thailand, dropped to a level of 0.99-1.15 during 1982-
1986.32 Nevertheless, the extent to which the volume of credit may
be increased by the growth of these NBFIs depends on the combined

32. Bank of Thailand, Project Questionnaire Replies, 1987.
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effect of the non-bank credit multiplier and the bank-credit multi-
plier.

It must also be remembered that in times of credit shortage, the
NBFIs are in a stronger position to attract deposits from banks by
raising the rate of interest payable on their liabilities. The commer-
cial banks, on the other hand, are presented by institutional or/and
legal restrictions from increasing their interest rates. Hence they
tend to lose deposits to NBFIs. The NBFIs whose liabilities are
closer substitutes to the deposits of banks (e.g., finance companies)
will be in a better position to attract deposits away from banks. In
order to meet this outflow of deposits, commercial banks often set up
subsidiaries. By doing so, they by-pass the restrictions placed on
them and obtain collectively the benefits of reserve-economising

features of NBFIs.
4. Adequacy of Supervisory Framework for the NBFIs

The growth of the non-bank financial institutions and its implica-
tions for monetary policy have been analysed and discussed in a
relatively strict sense. The foregoing analysis suggests that al-
though some of the NBFIs participate in the expansion of credit,
they differ from the commercial banks in the process of credit crea-
tion. The possibility of substitution between money and NBFIs
claims (i.e., disintermediation} has become a matter of concern for
monetary authorities from the point of view of monetary control. It
is viewed that if the NBFTs are kept outside the regulatory jurisdic-
tion of the Central Bank, the effectiveness of monetary policy is
reduced if the regulatory instruments are not applied to some
NBFIs that compete with the commercial banks in the deposit and
credit market. In other words, the operations of NBFIs may
threaten to diminish the effectiveness of monetary policy when, by
means of interest rate differentials or otherwise, they are able to
induce a rapid shift of deposits from banks to themselves, thereby
increasing in the short run, without regard to central bank mone-
tary policy, the amounts of outstanding credits.®® In this context,
this section tries to analyse some aspects of the monetary policy part
of the regulation and supervision problem associated with the
growth of NBFIs.

Since the establishment of non-banks is a fairly recent develop-
ment in the SEACEN countries, the regulatory and supervisory

33. Richard S, Thorn. “Non-Bank Financial Intermediaries, Credit Expansion and
Monetary Policy”. IMF Staff Papers, Vol. V, 1957-58, pp. 377.
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framework that governs the operations of the NBFlIs is also not as
comprehensive and well-defined as that for banks. This is because
these NBFIs have sprung out of the demand for new and diversified
financial services by the public; and also out of the necessity to cater
to the needs of the various sectors of the economy. If the activities of
an NBFT have a direct bearing on monetary developments, a diffi-
cult problem is posed for monetary policy if the particular NBFT lies
outside the supervisory jurisdiction of the monetary authority.
Therefore, some countries in the SEACEN region have already kept
these NBFIs under the direct regulatory framework of the central
bank by imposing uniform mandatory reserve and liquidity ratios
(e.g., in Malaysia). However, the heterogeneous nature of non-bank
financial institutions has given rise to several governmental bodies
overseeing their operation and supervision in addition to the central

bank.

In Indonesia, the supervision of non-bank financial institutions
(NBF1Is) was based on a Ministry of Finance decree in September
1982. Prior to September 1982, NBFIs were supervised by Bank
Indonesia with the Capital Market Committee issuing regulations
regarding NBFIs. The central bank, however, has an indirect role in
regulating NBFIs through the rediscounting of SBPUs (Surat Ber-
harga Pasar Uang or Money Market Certificates). The NBFIs are
also required to submit financial reports on a regular basis to Bank
Indonesia and it also retains the right to use moral suasion when-
ever necessary. The operations of NBFIs are also limited through
the imposition of a gearing ratio which is determined at 15 times of
their equity. In Indonesia, the NBFIs are not permitted to accept
savings either in the form of demand deposits, time deposits, or
savings deposits. The NBFIs are also not allowed to perform any
kind of banking business. In addition, funds mobilized by the NBFls
(through the issuance of financial instruments) cannot be invested
abroad. There are also some limitations in the NBFIs’ uses of funds.
NBFIs are not permitted to engage in foreign exchange business
such as serving exports and imports. NBFIs are also not allowed to
issue their own “letters of guarantee”.

In Malaysia, out of the NBFIs, only the licensed finance compa-
nies and discount houses are supervised by the monetary authority.
The licensed finance companies operate within the Finance Compa-
nies Act 1969. The merchant banks are also under the regulatory ju-
risdiction of the central bank. The finance companies have to comply
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with such directives and guide lines issued by the central bank.?
The discount houses, on the other hand, operate under a set of
guidelines issued by the central bank. The central bank also exam-
ines, under conditions of secrecy, the books, accounts and transac-
tions of the discount houses. Some of the requirements imposed on
finance companies, merchant banks; and the operational guidelines
for discount houses are elaborated in the following:

“The main requirements imposed on the finance companies
are namely, maintenance of minimum capital, maintenance of
minimum liquid assets against eligible liabilities, maintenance of
statutory reserve ratio, observance of risk asset ratio, mainte-
nance of a reserve fund, prohibition of granting unsecured loans
in excess of certain limit, observance of lending limit to a single
customer, and a large loan limit of not more than the prescribed
per cent of total loans. Similarly, statutory reserve requirements
and gearing ratios are imposed on merchant banks. Those mer-
chant banks which may issue negotiable certificate of deposits
(NCDs) are required to observe a higher liquidity ratio. The
guidelines of operations for discount houses, on the other hand,
comprise the capital requirements; capital structure, sharehold-
ing and management; gearing ratio; acceptance of deposits; uses
of funds; trading in securities; and supervision by the central
bank. The discount houses must submit to the central bank, re-
turns on their assets and liabilities; balance sheets and profit and
loss accounts; annual audited financial statement (giving a de-
tailed profit and loss account, appropriation accounts and balance
sheet). The discount houses must consult the central bank regu-
larly on everything pertaining to the market and to provide the
central bank with detailed information on the composition of its
portfolio of securities and non-government papers, the extent of
its activities and the level of interest rates paid for deposits and
repurchase obligations accepted. The central bank’s involvement
in other NBFIs such as insurance companies began in May 1988
when the office of the Director General of Insurance was trans-
ferred from the Treasury to Bank Negara Malaysia. Some of the
insurance companies are already under investigation by the In-
surance Regulatory Department of Bank Negara Malaysia. The
inspections are being conducted under conditions of secrecy on

34. It must be noted that finance companies, merchant banks and discount houses in
Malaysia are classified as “banking institutions”. However, for our purpose of analysis,
they are treated here as NBFIs. ‘
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books, accounts and transactions of selected insurance
companies”. %

In Nepal, NBFIs are established under separate Acts. Such insti-
tutions are generally restricted from conducting commercial bank-
ing activities, although some of the branches of a NBFI, namely, the
Agricultural Development Bank, are allowed to conduct such activi-
ties. However, the NBFIs have to follow the interest rates fixed by
the central bank. The other NBFI, namely, the National Insurance
Corporation come under the jurisdiction of the Ministry of Finance,
while all the policies regarding investment, premium, reserve funds
come under the purview of the Insurance Committee set up by the
government. In a strict legal sense, only commercial banks come
under the jurisdiction of the central bank. The central bank has the
legal authority to regulate NBFIs (deposit accepting and lending
institutions) in terms of fixing interest rates paid and charged by
the institutions, inspection and supervision of these institutions,
and fixing liquidity and other reserves. * However, non-deposit
accepting and or non-lending institutions, such as insurance compa-
nies and provident fund corporations, are not subject to supervision
and inspection of the central bank and the government.?*

In the Philippines, the operations and activities of the NBFIs, ex-
cept for insurance companies, are subject to regulation by the cen-
tral bank and when NBFIs have quasi-banking functions (i.e., when
they become non-bank quasi banks - NBQBs), they are subject to
additional regulations. The additional regulations for NBQBs are
the imposition of networth to risk asset ratio, reserve requirements,
interest rate ceilings, and submission of statistical monitoring re-
ports. The central bank shares its authority over NBFIs with other
governmental agencies. It has the sole supervisory power only over
non-bank thrift institutions and pawnshops.

In summary, the central bank has adopted various measures to
regulate non-banks as authorized or provided for in the basic laws or
charters governing operations of these institutions. For instance,
the operations and activities of non-bank financial intermediaries,
except insurance companies, are subject to regulation by the Mone-

35. Section 18(1) of the Insurance Act, 1963, Malaysia.

36. Effective Mid-July 1989, interest rates have been completely liberalized and
commercial banks as well as non-bank financial institutions can fix their own deposit
and lending rates.

37. A recent legal enactment has empowered the Nepal Rastra Bank to examine the
activities of two major NBFIs, namely the Agricultural Development Bank (ADB) and
the Nepal Industrial Development Corporation (NIDC).
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tary Board (per, the General Banking Act-Rep. Act No. 337) which
may include, but need not be limited to, the imposition of con-
straints covering: (a) the minimum size of funds received; (b) meth-
ods of marketing and distribution; (c) terms and maturities of funds
received; and, (d) uses of funds. The Monetary Board has also pre-
scribed control ratios, or other forms of regulation on the different
types of contingent accounts of non-bank financial intermediaries
performing quasi-banking functions.

Meanwhile, investment houses in the country come under the
central bank regulatory power through the Investment Houses Law
(Presidential Decree No. 129, as amended) and are also subject to
such regulations as the observance of capital-to-risk asset ratios and
other liquidity ratio requirements to ensure their viability.

Pawnshops in the country are placed under the regulations of the
central bank through the Pawnshop Regulation Act (Presidential
Decree No. 114). The Central Bank conducts examinations, inspec-
tions and investigations of books, records, business affairs, admini-
stration, and financial conditions of pawnshops. The Central Bank
also requires, among other things, the submission of reports of
condition and such other reports necessary to determine compliance
with the provisions of the Decree, exercises visitorial powers when-
ever deemed necessary, and imposes such administrative sanctions
including the imposition of fines for violations of the Decree.

In Sri Lanka, the Control of Finance Companies Act No. 27 of
1979 vests the central bank with powers over non-bank financial in-
stitutions. The major feature of the Act was the requirement that a
certain category of non-bank financial institutions should register
with the central bank. The Act vests the central bank with a wide
array of powers over all NBFIs. Under this Act, the Monetary Board
is empowered to give directions to all such institutions. Some of
these are the terms and conditions under which deposits may be
accepted and the rates of interest payable on such deposits; the
terms and conditions under which loans may be granted and the
rates of interest charged on such loans. Under this Act, the Mone-
tary Board is empowered to prescribe the terms and conditions
under which investments may be made; the minimum ratio which
capital and reserves should bear to total deposits (i.e., capital-de-
posit ratio); and the minimum initial payments that should be made
by a prospective hirer in respect of any hire purchase agreement.
The Monetary Board is also empowered to prohibit these institu-
tions from increasing the amount of their loans and investments.
The Board can also fix limits to the rate at which such loans and
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investments may be increased within specified periods. Accordingly,
the ways in which supervision of non-bank financial institutions can
be conducted is by the periodic examination of the books and ac-
counts of such institutions. However, these NBFIs are not subjected
to statutory reserve requirements as in the case of Malaysia. The
other NBFIs namely, the insurance corporations, employees provi-
dent fund, etc. are established under different Acts of Parliament.
Therefore, the Control of Finance Companies Act No. 27 can be
regarded as a major step towards bringing the NBFIs under the
supervisory jurisdiction of the central bank.

In Thailand, the non-bank financial institutions which can create
credit and affect the cost of borrowing are under the jurisdiction of
the Ministry of Finance which in turn delegates supervisory powers
to the Bank of Thailand. Accordingly, all finance companies and
credit-foncier companies are regulated by the Ministry of Finance
and the Bank of Thailand under the Act on the “Undertaking of
Finance Business, Securities Business and Credit Foncier Business,
B.E. 2526 and B.E. 2528”. In Thailand, finance companies and
credit foncier companies have to maintain statutory reserve require-
ments, calculated on different basis as against the requirements for
commercial banks. All life insurance companies operate under the
Life Insurance Act, B.E. 2510 (1967) and come under the regulation
and supervision of the Ministry of Commerce. Among other things,
the Act requires each life insurance company to make a security
deposit of Baht 2 million and to maintain minimum capital funds of
Baht 5 million. The Act also empowers the Ministry of Commerce,
among others to specify the various forms of investments in which
life insurance companies can put their funds, to require life insur-
ance ¢companies to deposit a portion of their i insurarnice reserves with
the official insurance registrar, and to approve the rate of insurance
premium to be set by life insurance companies.

All cooperatives operate under the Cooperative Act, B.E. 2511
(1968). Two departments in the Ministry of Agriculture and Agricul-
tural Co-operatives (the Department of Cooperatives Promotion and
the Department of Cooperative Auditing) are empowered to regulate
and supervise cooperatives. All pawnshops operate under the Pawn-
shop Act, B.E. 2505 (1962) with the Ministry of Interior as the regu-
latory agency. The Government Housing Bank (GHB) is under the
supervision and control of the Ministry of Finance. It is regulated
under the Government Housing Bank Act, B.E. 2496 (1953). The
Bank for Agriculture and Agricultural Cooperatives (BAAC) is regu-
lated under the Bank for Agriculture and Agricultural Co-opera-
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tives Act, B.E. 2509 (1966) and is supervised by the Ministry of
Finance. The Government Savings Bank (GSB) is regulated under
the Government Savings Bank Act, B.E. 2489 (1946) and the bulk of
the investment of the GSB’s funds have to be along the guidelines
set by the Ministry of Finance. In other words, most of the NBFIs
(except the life insurance companies which are supervised by the
Ministry of Commerce) are supervised by the Ministry of Finance.
All of the Government specialized NBFIs are supervised through
representatives on the Board of Directors.

While the growth of NBFIs has weakened monetary controls to
some extent, the effects do not appear to have been very great, and
the main source of difficulty for monetary policy is to be found else-
where. In other words, the monetary policy problems raised by the
growth of non-bank financial institutions (NBFIs) and their activi-
ties could go beyond the monetary control strategy. The growth of
new instruments and new markets outside the traditional Jjurisdic-
tion of the supervisory authority may raise doubts and questions
about the adequacy of the existing supervisory framework in the
SEACEN countries. But in a majority of the countries in the
SEACEN region, the competition from the non-bank financial insti-
tutions as suppliers of credit is not strong compared to the dominant
position of commercial banks. Therefore, the immediate concern of
regulatory authorities has been to bring commercial banks under
effective control.

Although some of the NBFIs are less controlled, the functions of
banks and NBFIs are not blurred and they are also not free to
expand their fund gathering and lending activities. Further, the
distinction between banks and NBFTs is still clear. This might be
blurred in the future when NBFIs perform functions that are very
similar to those of banks in the SEACEN countries. Therefore, the
growth of NBFIs should be regarded as a challenge rather than a
problem. It may be recalled that the growth of these NBFIs has also
brought an improvement in the intermediation system as a whole.
The problem of supervisors may be increased but benefits to the
economy by these changes can be very substantial. Furthermore,
some of the countries in the SEACEN region have already brought
those major NBFIs (which are in keen competition with the commer-
cial banks, e.g., finance companies) under the supervisory frame-
work of the central bank and have imposed rigorous regulatory
requirements. In the case of other NBFis, they have been estab-
lished by the government themselves to cater to the needs of the
various sectors of the economy. Moreover, excluding finance compa-
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nies, the proportionate share of other NBFIs in total assets of the
financial system is not significant. Therefore, the existing regula-
tory and supervisory framework should not be regarded as insuffi-
cient although there is still room to make it more comprehensive
and also well defined. It is also important not to over-regulate up to
the point where competition between NBFIs and commercial banks
are stifled. Therefore, the emergence of NBFIs still renders mone-
tary policy as effective, when supplemented by the supervisory and
regulatory measures.

VII. CONCLUDING OBSERVATIONS

The predominance of commercial banks have had a long history and
tradition in the economic experience of the countries in the
SEACEN region. Relative to the non-bank financial institutions,
their sizes are already far from being comparable and regulatory
conditions imposed on commercial banks have not diminished their
role. The competition from NBFIs as suppliers of credit in the
SEACEN countries, therefore, is not strong compared to the domi-
nant position of commercial banks. Therefore, the immediate con-
cern of monetary authorities in the SEACEN countries has been to
bring them under effective control. The threat that the growth of the
NBFIs may present to the effectiveness of monetary policy lies not
so much in the higher credit multiplier of the financial system but in
the fact that their growth may introduce an increasingly important
element of credit expansion which in most SEACEN countries,
under present legislation, cannot be directly controlled by the.
monetary authorities. Although the monetary authorities may be
successful in preventing a rise in financial credit by restricting the
amount of reserves available to banks, an increase in credit could
still occur through a shift in deposits from banks to non-bank finan-
cial institutions (NBFIs}. _

Under these perspectives, the present study has attempted to
pursue certain common implications for monetary policy by the
growth of these NBFIs in the SEACEN countries without loosing
sight of the substantial differences in their respective experiences.
Given that the monetary policy implications associated with the
growth of NBFIs is wide ranging and complex, it has not been pos-
sible to do full justice to many aspects of financial changes intro-
duced by the NBFIs and their implications for monetary policy. For
the same reason, it is also difficult to set forth only one or two defi-
nite conclusions. Therefore, the following conclusions or observa-
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tions on recent experiences with the implications for monetary pol-
icy as a result of the growth of NBFIs has been reached, some of
which are explicit and others implicit:

1. The first observation concerns the validity of the distinction
between banks and non-bank financial institutions. The dis-
tinction between banks and the NBFIs in the SEACEN coun-
tries is not breaking down to the same extent as in the indus-
trial countries, where this breakdown has a profound impact
on the narrow aspect of monetary policy, thus making the
conceptual difference between various monetary aggregates
meaningless. In other words, the distinction is still a clear and
a valid one, and probably still useful, at least for the purpose of
monetary analysis and policy formulation, for the following
practical reasons. The legal regime affecting the banks is still
sufficiently different to place the banks in a distinct category
separate from other financial institutions. The NBFIs are also
not allowed to accept demand deposits or chequing accounts.
The banks still account for the major share of transactions, and
better data on the banks are available. This distincticn might
blur in the future when the majority of these NBFIs perform
functions that are very similar to those of banks as evidenced
in industrial countries.

2. The second observation concerns the role of disintermediation
in effective monetary management. The NBFIs have not con-
tributed very much to the instability or to the ineffectiveness of
monetary policy in the SEACEN region. It does appear that in
some SEACEN countries rising interest rates induced a shift of
funds by the public from demand deposits to time deposits of
the commercial banks and the NBFIs. In an environment of
rising interest rates, the shift of funds from the demand depos-
its or other deposits to time deposits held with the NBFIs do
increase the supply of loanable funds if the NBFIs are not
required to maintain statutory reserve ratios. There would
also be an increase in the supply of loanable funds following
the shift of funds from demand to time deposits only if the com-
mercial banks are required to maintain two separate ratios,
with the statutory reserve ratio for demand deposits being
higher than that for time deposits.

However, in almost all the countries in the SEACEN region,
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the statutory reserve ratio of the banking institutions are
based on total deposit liabilities or eligible liabilities (based on
respective country’s definitions) of individual banking institu-
tions. Further, the systematic shift of demand deposits into
time deposits has occurred only within the commercial bank-
ing system to a greater extent. *® But as the commercial banks
in most of the countries in the SEACEN region are required to
hold statutory reserve requirements on the basis of total de-
posit liabilities, the disintermediation effect of this kind on the
expansion of credit cannot be expected. Even the shift of de-
mand or other deposits of the banking institutions to the time
deposits of the NBFIs is not expected to lead to a significant
increase in the supply of loanable funds if these NBFIs (that
compete actively with the commercial banks) are also required
to maintain uniform statutory reserve ratios. In other words, if
such a shift should raise difficulties in the future, their desta-
bilizing effects can be eliminated by the application of appro-
priate statutory reserve requirements to these NBFIs as well.
In this respect, one country in the SEACEN region has already
imposed statutory reserve requirements for those NBFIs, that
compete with the commercial banks. ¥ In this situation, any
shift of funds from demand deposits to time deposits held with
these NBFIs is not expected to lead to a significant increase in
the supply of loanable funds.

It should be noted, however, that if the uniform effective re-
serve requirements are imposed on NBFIs, the rationale of
maintaining the “intermediary status” of these NBFIs is also
questionable. However, in a majority of countries in the
SEACEN region the NBFIs (except finance companies in some
countries) have generally not been able to compete effectively
with banks and their market share both in credit and deposit
markets is very low. Therefore, the problem of destabilizing
effects as a result of disintermediation has not become a crucial
problem due to the emergence of NBFIs.

38. In Thailand, for instance, demand deposits as a percentage share of total deposits
declined markedly from 16.2 per centin 1975 to 13.1 and 5.4 per cent in 1980 and 1986:
- Project Questionnaire Replies.

39. In Malaysia, for instance, the finance companies and merchant banks that compete
actively with the commercial banks for deposit funds, are also required to maintain
statutory reserve ratics.
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3. The third observation concerns the stability of the value of
money maultiplier. The changes in the interest rates have al-
tered to some extent the structure of the supply of loanable
funds by the shift of demand deposits of the banking institu-
tions to the time deposits of the NBFIs. However, the major
portion of the shift from demand deposits to time deposits has
occurred within the commercial banking system itself. Never-
theless, the shift in deposits from demand to savings or time
deposits accounts within the banking system has affected the
M1 multiplier in some countries in the SEACEN region. *°
Therefore, in terms of monetary targeting, the country that
has been affected by the unstable money multiplier, has to use
a multiple of targets, namely, M1 and M2, with emphasis on
M2. Domestic private credit has also been considered as an-
other target.*! Therefore, it is the disintermediation within the
banking system itself that has contributed more to the insta-
bility of M1 multiplier. However, while there has also been a
shift in deposits from the commercial banks to the NBFIs in
some countries, there is no clear indication that there has been
a shift away from demand deposits directly into deposits with
the NBFIs.4?2 Further, the role of NBFIs in financial interme-
diation relative to the banking institutions being less signifi-
cant, the extent of disintermediation is very small.

Nevertheless, when central banks try to expand credit by low-
ering the bank reserve ratio and thus increasing the bank
credit multiplier, the NBFIs credit multiplier may remain un-
changed. On the other hand, when the monetary authorities
try to reduce bank credit by increasing the bank reserve ratio
and thus increasing the bank credit multiplier, it may be
partly offset by the amount of non-bank credit. Therefore, the
methed of circumvention of credit controls by these NBFIs, if
not controlled properly by the central bank or monetary au-
thority, might affect or weaken the willingness of the commer-
cial banks to co-operate with the monetary authority in imple-
menting the monetary policy effectively.

40. In Thailand, for instance, the M1 multiplier has dropped to the level of 0.99-1.15
during 1982-1986 as compared to the level of 1.20-1.27 during the 1970s: - Project
Questionnaire Replies.

41. Bank of Thailand, Project Questionnaire Replies, 1987,

42. Bank Negara Malaysia, Project Questionnaire Replies, 1987.
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4. The fourth observation concerns the volatile movements in the
velocity of circulation of money. In most of the countries in the
SEACEN region, the proportionate share of financial claims
against NBFIs in the total financial claims being very mini-
mal, their potential effects on the money multiplier and veloc-
ity of circulation of money would not be very significant. The
ability of the central bank to control monetary aggregates
would not, therefore, be generally impaired. 43/ However, in
some SEACEN countries the conduct of monetary policy in
recent years had been complicated by the structural changesin
the financial system resulting in volatile movements in the
velocity of circulation of money and also the money multipliers.
The growing substitution out of narrow money, (M1), into
interest bearing deposits with new NBFIs, particularly the
finance companies, merchant banks and discount houses has
changed the patterns of velocity during the period 1959-1984,
The income velocity of the private sector liquidity of broad
money, M2 and M3, has been more stable than the velocity of
circulation of narrow money, M1, implying that monitoring of
broad money, M2 or M3, in addition to narrow money, M1, is
important for monetary management. # It is due to the fact
that the proliferation of these NBFIs has led to the creation of
a variety of money and near money substitutes like CDs, NCDs
and other deposit substitutes.

However, the contribution of new deposit instruments,
namely, negotiable certificates of deposits (NCDs), deposit
substitutes (DS) or transferable certificates, floating rate
notes, etc., are not significant in the total portfolio of the finan-
cial system. Its effect on M2 and M3 multipliers or velocity of
circulation of money, therefore, will be limited in view of the
small proportionate share of financial claims against NBFIs in
the total financial claims, M3. The claims against banking
institutions, particularly deposit money banks, continue to
predominate financial transactions. Therefore, the claims
against NBFIs cannot be significant enough to affect the con-
trollability of major monetary aggregates.

43, Central Bank of the Philippines, Project Questionnaire Replies, 1987.
44. Bank Negara Malaysia, “Changing Velocity of Circulation, 1959-1987", Annual
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5. The fifth observation concerns the possible adverse effect on
monetary aggregates as a result of growing substitutions out of
narrow money, (M1), into interest-bearing deposits of NBFIs.
It may be recalled that the NBFIs in the SEACEN countries
are not allowed to accept demand deposits. Some countries are
also moving towards a broader definition of money. However, it
must be realized that the aggregates themselves are still sub-
ject to structural changes and their behaviour is not fully
known. Thus, it would be dangerous to use them as monetary
targets.

Apart from that, there is also the problem regarding the
availability of up-to-date data on the extent of disintermedia-
tion and the extent of financial claims against NBFIs on a
regular basis. Although some countries in the SEACEN region
are placing greater significance on the broader concept of
money, M3, the narrow monetary aggregates are still being
used as monetary indicators for the purpose of monetary
management because claims against banking institutions,
particularly, the deposit money banks continue to predominate
the financial transactions, and data on these items are avail-
able on a regular or timely basis.

Further, gince the value of private sector deposits (including
deposit substitutes) have not grown substantially and its pro-
portionate share to total financial claims is very minimal, the
composition of broad monetary aggregates has not been altered
over the years as a result of the inclusion of the claims of
NBF1Is in some countries. Even in those countries, where the
financial instruments of NBFIs are incorporated and broader
monetary aggregates have been formulated, the growth rates
of M2 and M3 have moved in the same direction with almost
the same rate of growth.®

Monetary aggregates have not been redefined even with the
presence of financial instruments or claims offered by NBFIs
that are close substitutes to deposits. In some countries, mone-
tary aggregates as currently defined already take into account

45.In Thailand, the monetary authority formulated M3 aggregate, taking into account
operations of major NBFIs in the late 1970s. However, M2 and M3 moved in the same
direction with almost the same rate of growth. In monitoring M2, the authority can still
closely track the movement of M3: - Project Questionnaire Replies.
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the major proportion of private sector deposits which also in-
cludes the deposits held with the finance companies, merchant
banks and discount houses. 46/ Therefore, the growth of NBFIs
has not posed problems to the monetary authorities in control-
ling the monetary aggregates.

Nevertheless, the use of different monetary aggregates as a
guide for monetary policy actions can sometimes lead to diver-
gent monetary policy options, the definition of money actually
used can be critical. Therefore, certain criteria has to be
adopted to pick the most appropriate empirical measure of
money from among a variety of definitions taking into consid-
eration the strength of the relationship between changes in
money and changes in income; the stability of this relationship
over time; and the predictive power of this relationship. In
other words, continuous studies are needed to analyse the
impact of NBFIs on monetary policy implementation.

. The sixth observation concerns the adequacy of the regulatory
and supervisory framework governing the NBFIs. While the
growth of NBFIs has affected the mechanism of monetary
controls to some extent in some countries in the SEACEN
region, the dimension of effects do not appear to have been very
broad. However, although the activities of NBFIs, such as
finance companies are already under the regulatory and super-
visory jurisdiction of the central bank in some countries in the
SEACEN region, these NBFIs particularly, the finance compa-
nies still has a large overhang of non-performing loans and has
put a heavy strain on the profits of many companies and the
capital of a few. " Therefore, unless these institutions are
supervised by the monetary authorities in their loan granting
process which is usually influenced by unethical and impru-
dent practices, the confidence needed to keep the entire finan-
cial system sound and flexible will be questionable. Therefore,
the implications of the growth of these NBFIs on monetary

46. In Malaysia, monetary aggregates as currently defined, already take into account
about 90.0 per cent of private sector deposits which also include the deposits of finance
companies. Most of the other NBFIs are declining in importance in terms of their
holdings of private sector deposits, accounting for less than 10.0 per cent of the private
47. Forinstance, according to the Bank Negara Annual Report, 1987, the banks and the
finance companies in Malaysia had non-performing loans, comprising more than 20.0
per cent of the total outstanding loans by the end of 1987. Similarly interest suspension
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policy will be more profound to the monetary policy part of
supervision and regulation because most of these institutions
are outside the regulatory authority of the central bank. The
prevailing regulatory and supervisory framework that governs
the operations of these NBFIs are also not as comprehensive
and well defined as that for banks.

However, it must be remembered that the logic behind the es-
tablishment of these NBFIs had been to supplement the role of
commercial banks. They emerged in response to the role of
commercial banks. They emerged in response to a failure by
the banking system to meet the diversified needs of financial
intermediation and most of these institutions were also estab-
lished under specific Acts for either developmental or promo-
tional purposes. Many of these institutions were also estab-
lished as a direct result of selective credit policies or for spe-
cialized purposes. Therefore, there must be a trade-off between
necessary regulations and competitive flexibility in order to
maintain the operations of these NBFIs as per the objectives
and spirit under which they were established by the govern-
ment themselves under specific Acts in the SEACEN coun-
tries.

. Finally, the potential effects of non-bank financial institutions
in the implementation of monetary policy should not be exag-
gerated. There is a limit on banking disintermediation because
after a certain peint, individuals may be reluctant to transfer
deposits from banks to NBFIs in response to differences in
interest rates. These NBFIs cannot go on increasing their in-
terest rates to attract deposits since the upper limit of the
interest they may charge on their loans is ultimately deter-
mined by the rate of return on new investments, In most of the
SEACEN countries, the commercial banks dominate the finan-
cial system and therefore, any unilateral action of NBFIs is
unlikely to have a very severe impact on monetary policy.
Moreover, interest rates are not fully liberalized in a majority
of the countries in the SEACEN region. Therefore, the extent
of banking disintermediation due to the unilateral action of
these NBFIs is also limited and, moreover, the impact which
has remained as residues, has been already taken into account
in the management of money supply by bringing these NBFIs
under the jurisdiction of the central banks in some countries.
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The emergence of NBFTs, therefore, still renders monetary
policy as effective.

Moreover, the growth of NBFIs has supplemented the role of
commercial banks in rendering services to the economy and
also creating a more competitive environment in the financial
system. Their existence stimulated the banks themselves to
innovate and be more responsive to the needs of the customers
and hence to the country. The growth of these institutions has
also made it possible to make available financial resources on
suitable terms and conditions to all sectors of the economy.
Although systematic changes in the composition of the portfo-
lios of the non-bank financial institutions could exert destabil-
izing effects which would weaken the effectiveness of monetary
contrels, the recent experience in many countries in the
SEACEN region suggests that when business fluctuations are
as moderate as they have been in recent years, commercial
banks constitute a much more serious problem in this respect
than do NBFIs. What is needed to make monetary policy more
effective is not additional controls over the activities of the
non-bank financial institutions but rather some means by
which the scope for destabilizing portfolio adjustments by
commercial banks can be reduced. While emphasizing the need
for imposing statutory regulatory measures on the NBFIs,
exactly in the same way as being applied to the banking insti-
tutions, the maintenance of the ‘intermediary status’ of the
NBFIs has to be taken into consideration as well. Hence, the
extent of the necessity of the removal of the ‘intermediary
status’ of the NBFIs will ultimately determine the extent of
regulation and supervision to be imposed on them. If the pres-
ence of NBFIs can stimulate a higher rate of savings and
mobilize them for investment purposes, that would be a desir-
able element, since the shortage of capital is one of the major
problems faced by developing countries in the region.
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Appendix 1(a)

INDONESIA: NUMBER OF FINANCIAL INSTITUTIONS

Head Office

Type March March March March
1969 1974 1979 1985 1987

TOTAL 8849 5990 - 6087 6099

A, Money-generating 143 124 95 86 82
1. Central bank 1 1 1 1 1
2. Commercial banks 142 123 94 85 81

B. Other deposit-type 8681 5838 5888 5848 5806
1. Savings banks 12 11 5 2 3
2. Rural banks 8669 5827 5871 5832 5789
3. Finance companies 12 14 14

C. Development-type 25 28 28 29 29

D. Contractual saving 76 89 na.
1. Insurance companies n.a. n.a. 76 89 n.a.

E. Others (Leasing companies) n.a. 47 n.a,
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Appendix 1(b)

MALAYSIA : NUMBER OF FINANCIAL INSTITUTIONS

Type Head Office Branches Total

TOTAL 2716 1587 4303
A. Money-generating 39 724 763
1. Central bank 1 10 11

2. Commercial banks 38 862 754
Domestic 22 716 532
Foreign 16 146 162

B. Other deposit-type 2558 863 3421
1. Finance companies 47 303 346

2. Merchant Banks 12 15 27

3. National Savings Bank 1 545 546

4. Cooperatives: banks 2 n.a. 2
societies 2104 - 2104

C. Development-type 7 7
D. Contractual saving 7 - 67
1. Provident and pension funds 4 - 4

2. Insurance companies 63 - 63

E. Investment-type (unit trusts) 29 29
F. Others 10 10
1. Discount houses 5 - 5

1. 1987 Figure.
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Appendix 1(c)

NEPAL ': NUMBER OF FINANCIAL INSTITUTIONS

Type Head Office Branches Total
TOTAL 13 470 483
A. Money-generating 4 370 374
1. Central bank 1 13 14
2. Commercial banks 3 357 360
B. Other deposit-type 75 75
1. Postal savings - 75 75
C. Development-type 2 25 27
1. Agricultural Development
Bank 1 25 26
2. Nepal Industrial Devl. Corp. 1 - 1
D. Contractual Saving 5 - 5
1. National Insurance Corp. 1 - 1
2. Private Insurance Cos. -3 - 3
3. Provident Fund Corp. 1 - 1
E. Others 2 - 2
1. Credit Guarantee Corp. 1 - 1
2. Securities Marketing
Centre 1 - 1

1. July 1984 Figure.
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PHILIPPINES: NUMBER OF FINANCIAL INSTITUTIONS

Appendix 1(d)

Institution 1978 1979 1980 1981 1982 1983 1984 1885 1986 1987
TOTAL 4,322 4,739 5057 5421 5569 5810 5993 5780 6,109 6506
Banking institutions 1,301 3,169 3,364 3,652 3,749 3,861 3,829 3,630 3,615 3,553
Commercial banks * 1,287 1428 1521 1,774 1,885 1,927 1,946 1,776 1,789 1,761
Thrift banks 509 6589 673 637 676 708 660 661 665 658
Private development banks 117 130 154 182 203 218 209 218 213 205
Savings and mortgage banks 207 236 268 187 193 209 211 226 231 243
Stock savings and loan 207 236 268 187 183 200 211 226 231 243

associations (SSLA) 185 223 251 268 280 281 230 220 221 210
Rural banks 994 1,086 1,096 1,167 1,112 1,151 1,157 1,117 1,085 1,058
Specialized government banks * 63 71 14 74 76 76 76 76 76 76
Non-bank financial institutions
(NBFIs) 1,371 1,492 1615 1,688 1,739 1,868 2,082 2,068 2412 2871
Investment houses 56 57 62 49 52 51 49 47 40 44
Financing companies 419 478 531 559 537 532 545 353 334 255
Securities dealers/brokers 130 137 141 141 123 124 127 125 124 129
Investment companies 58 63 62 63 66 65 68 80 82 81
Fund managers 9 9 12 9 10 12 12 12 11 10
Lending investors 40 53 61 78 96 124 152 200 300 484
Pawnshops 308 544 598 634 693 7987 970 1,097 1,367 1,681
Private insurance companies 143 141 137 136 136 136 131 127 127 130
Government non-bank

financial intermediaries 4 5 -] ] 5 6 6 5 5 5
Venture capital corporations - - - 8 15 15 17 17 17 17
Money brokers 4 5 5 5 6 -] 5 5 5 5
Non-bank thrift institutions 82 84 78 81 81 81 82 82 82 82
Mutual building and lean

associations (MBLA) 7 7 7 i 7 7 7 7 7 7
Non-stock savings and loan

associations (NSSLA) 75 ki 71 T4 74 T4 75 75 75 5

r. Revised based on expanded commereial banks' concept which includes the Land Bank of Philippines (LBP}

formerly classified under specialized government banks.

132



syun Surjueq

i1 14 - 8T 81 - Kouswind udwiod ‘g
g - g sarugdwioo JuIsedT ‘T
14 74 € 81 8T - 5110 "q
4 - e T - T T - T T - 1 (aofeur)
spuny juaplacid °g

98 ¥e 4 T - 1 T - T T - T ‘udioo souvInsuy ‘1
8¢ Ve L4 4 - 4 4 - 4 [ - 4 Sutaes [engoBIyU)) (]
6 5 g 6 9 g 9 € € 9 g g ad&yquamrdoreas(g )
g € 4 syuUreq JUBYIIN P
€9 44 I £F ¥ I 12 0z I sjusq s3utAes 18N ‘g
888 888 %9 19 L¥¥ LYY 06 06 syueq jeiny ‘g
¥9 - 9 or - or 1€ - 1€ satusdwos souguLy ‘T
0T0T £¥6 L9 ¥aL £89 132 66% L9Y 28 06 08 adfy-yisodap 12430 g
8.9 8%9 e SE9 919 02 8LS @99 11 9.1 991 11 Syureq [eTISUIWO) g
¥ g 1 4 T T 4 1 T 4 T T jueq [enua] T
LLY 159 92 L89 919 12 QLS £9¢ 3 8.1 991 [4s Buryessuad Lauop v
29.1 6991 €0T 06€1 €381 L9 3801 €601 6% 9.2 698 L1 TVLOL
8310, seyPuRlg YO [el0], seyauelg  AMNLO Te10], soyouBIlg @O (0], S9oURLg 9O

pealq PRIl peay pealg uoLn3ysup

861 0861 SL6T 0L6T

(3)1 x1puaddy

SNOILALLLSNI "TVIONVNIA 40 HIFIWNN (VINV'T I4S



Appendix 1(f)

THAILAND: NUMBER OF FINANCIAL INSITUTIONS

1984 1985
Institution
Head Head
Office Branches Total Office Branches Total
TOTAL 1561 2276 3837 1626 2347 3973
A. Money generating 3] 1742 1773 31 1809 1840
1. Central bank 1 3 4 1 3 4
2. Commercial banks 30 1739 1769 30 1806 1836

B. Other deposit-type 1196 464 1660 1258 467 1725

1. Finance companies 104 29 133 100 29 129
2. Credit foneier ‘

companies 26 - 26 25 - 25
3. Cooperatives 1065 - 1065 1132 - 1132
4. Government

savings banks 1 435 436 1 438 439

C. Development-type 4 70 74 4 71 75

1. Bank for Agriculture

and Agricultural

Cooperatives 1 87 68 1 87 68

2. Industrial Finance
Corporation of

Thailand 1 3 4 1 4 5
3. Government Housing
Bank 1 - 1 1 - 1
4, Small Industrial
Finance Office 1 - 1 1 - 1
D. Others (Pawnshop) 330 .- 330 333 - 333

Sources: 1. Annual Reports, Bank Indonesia.
9. The Financial Structure and Its Implications for Monetary Policy in
the SEACEN Countries, The SEACEN Centre, 1986.
3. Philippine Statistical Yearbook, 1987.
4. Financial Institutions in Thailand, Money and Finance and Financial
System and Development Sections, Bank of Thailand.
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Appendix 2(a)

THE GROWTH OF ASSETS OF VARIOUS
NON-BANK FINANCIAL INSTITUTIONS (NBFIs): 1977-1987

(in Percentages)

Average
Country/MBFIs 1977-87 1977 1978 1979 1980 1981 1982 1983 1984 1985 1886 1987

Indonesia

Development
Finance Companies  37.8 27.5 53.89 49.0 515 212 593 307 428 137 287 na.

Investment-
Finance Companies  38.6 446 56.0 412 412 418 416 371 145 638 44 na.

Other
Finance Companies 593 na na na na 50 417 1387 602 1035 6.7 na.

Insurance Companies 336 360 373 355 436 2388 384 332 254 291 286 na.
Leasing Companies 63.3 1052 359 -416 223 731 903 2429 62.0 335 9.7 na.

Pawnshops 243 326 218 376 243 587 328 23 131 157 4.1 na

Malaysia

Finance Companies 236 233 253 288 338 313 231 248 340 171 101 8.3

" Merchant Banks 218 1783 174 €72 242 303 238 318 136 186 1.2 -05
Discount Houses 191 355 388 341 70 87 85 127 227 344 142 68
Provident, Pension and

Insurance Funds 174 175 182 17.8 219 226 203 160 188 107 141 132
Development

Finance Institutions  19.3 258 248 296 52.1 232 204 164 1.0 5.7 78 5.1
Savings Institutiong 16.7 150 136 71 151 -13 137 310 613 388 -152 5.1

Other NBFIs 323 140 223 338 367 716 266 258 305 565 254 119

135



Appendix 2(b)

THE GROWTH OF ASSETS OF VARIOUS
NON-BANK FINANCIAL INSTITUTIONS (NBFls): 1977-1987

(in Percentages)

Average
Country/NBFls 1977-1987 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987

Nepal
Agricultural
Development Bank
(ADB) 210 289 145 202 132 57 198 208 281 293 296  na

Nepal Industrial
Corporation (NIC) 133 247 2038 75 31 73 232 215 36 72 147  na

Provident Fund
Corporation 247 323 268 196 252 240 270 237 212 262 206 na

National Insurance
Corporation 271 895 339 156 330 254 181 281 438 236 127 na

Credit Guarantee
Corporation 247 206 98 67 292 258 679 122 122 448 176 na

Securities Marketing

Centre 52.0 - - - - - - 306 2723 -389 2561 na
Philippines

Investment Houses 18 na na na 332 -349 148 54 52 -138 26 na.

Financing Companies 78 na na na 218 04 68 -11.9 -226 405 -78 na

Securities Dealers/

Brokers -85 mna na na -15 -88 -428 43 -309 -281 483 na
Investment

Companies 681 na na na 219 158 1068 -49 -571 4935 -32  na
Fund Managers 1025 na na na 4939 877 52 835 710 1682 -7.3  na
Lending Investors 551 na.  na na 1527 -374 139 201 391 3%4 1578 na.
Pawnshops 256 na na na 357 338 79 41 479 426 7.2 na

Private Insurance
Companies 108 na na na 112 141 244 00 28 288 00 na

Government NBFIs 555 n.a. na na 417 444 848 1988 341 -216 62 na.

Venture Capital
Corporation 15.3 - - - - - 49 655 -264 284 -93  na
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Appendix 2(c)

THE GROWTH OF ASSETS OF VARIOUS
NON-BANK FINANCIAL INSTITUTIONS (NBFIs): 1977-1987

{in Percentages)

Average
Country/NBFIs  1977-1987 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987

Sri Lanka

National Savings
Bank 216 246 262 330 155 103 412 252 196 154 52 na.

Finance Companies 471 231 278 96 1247 354 873 317 759 480 266 na.

Insurance

Corporations 0.7 - - - - 134 111 -46 -244 117 na na.
FCBUs 76.6 - - - 5369 980 840 479 29 11 -23 na
Thailand

Finance

Companies 182 365 450 21 156 187 235 11.0 121 108 68 na
Government

Savings Bank 200 16.7 88 220 158 114 178 231 198 198 451 na.
BAAC 153 287 306 147 203 116 80 74 123 130 62 na
Government

Housing Bank 44 600 578 498 359 161 -20 -6.2 196 6.1 7.3 na.
Credit Foncier

Companies 140 216 631 1856 179 274 245 -13.7 -183 4.3 3.0 na.
Agricultural

Cooperatives 104 266 21.1 83 109 113 53 -08 74 5.6 86 n.a.
Savings

Corporations 276 229 265 269 297 298 284 297 254 317 250 na
Industrial

Finance Corporation

of Thailand 25.2 27 210 299 291 332 191 127 495 347 198 na

Life Insurance .

Companies 227 231 234 263 264 252 223 265 187 188 163 na
Small Industrial

Finance Office 0.3 14 02 -02 -12 .11 -04 0.7 0.9 1.1 1.2 na

Source: Project Questionnaire Replies.
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Appendix 3(a)

RATIO OF ASSETS OF BANKS AND VARIOUS NON-BANK FINANCIAL INSTITUTIONS (NBFIs)
TO TOTAL ASSETS OF THE FINANCIAL SYSTEM: 1977-1887

(in Percentages)

Average
Country/NBFIs 1977-87 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987

Indonesia
Banks 88.7 909 902 601 904 B97 B88B6 868 873 864 868 na

NBFIs
1. Finance Companies 4.3 3.0 3.6 39 3.9 4.1 48 5.0 4.5 5.4 49 na.
a. Developing
Finance Companies 0.7 05 06 07 07 06 08 08 09 08 08 na
b. Investment
Finance Companies 3.5 25 30 32 3l 34 3.9 41 35 44 38 na
¢. Other Finance
Companies 0.1 - - - 01 01 01 01 01 02 03 na
2. Insurance Companies 54 47 49 61 50 63 57 60 57 57 61 na
3. Leasing Companies 12 09 09 06 03 04 06 18 22 22 20 na

4. Pawnshops 04 04 04 04 04 04 04 04 03 03 02 na
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 n.a.
Malaysia

Commercial Banks 511 510 505 520 528 530 529 535 506 49.1 484 48.0
NBFls

1. Finance Companies  10.1 82 8.6 8.7 92 9.6 98 101 115 117 119 119
9. Merchant Banks 39 29 28 37 36 38 39 42 42 41 39 35
3. Discount Houses 19 20 24 25 21 18 16 15 1.6 19 19 17

4. Provident, Pension
and Insurance

Funds 226 257 255 236 226 221 221 210 213 204 216 225
5. Development

Finance

Institutions 30 28 29 3.0 38 3.5 35 34 28 26 2.6 26

6. Savings Institutions 42 55 5.3 4.4 4.0 3.2 3.0 3.1 4.4 5.3 4.1 4.0 .
7. Other NBFIs ! 33 18 1% 20 22 29 31 32 35 48 56 58

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

1. Inelude unit trusts, building societies, Pilgrims Management and Funds Board and the Credit Guarantee
Corporation.
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Appendix 3(b)

RATIO OF ASSETS OF BANKS AND VARIOUS NON-BANK FINANCIAL INSTITUTIONS (NBFIs)
TO TOTAL ASSETS OF THE FINANCIAL SYSTEM: 1877-1887

(in Percentages)

Average
Country/NBFIs  1977-1987 1977 1978 1979 1980 1?81 1982 1983 1984 1985 1986 1987

Nepal
Commercial Banks 718 721 726 720 725 742 720 717 170.1 714 698 na.

NBFls

1. Agricultural

DevelopmentBank 9.9 106 99 104 100 87 91 51 101 101 113 na
2. Nepal Industrial

Corporation 5.6 7.1 7.0 6.6 57 5.0 55 5.5 4.9 4.1 4.1 na
3. Provident Fund

Corporation 111 8.0 94 98 104 106 118 121 127 124 129 na
4. National Insurance

Corporation 14 11 1.2 12 13 1.4 14 15 1.8 18 L7 na.
5. Credit Guarantee

Corporation 0.1 61 01 01 01 01 01 0.1 01 0t 0.1 na
6. Securities

Marketing Centre 0.1 - - - - - 00 00 01 01 02 na

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 r.a.
Philippines

Banking Institutions® 873 na na 848 848 872 871 877 89.1 889 888 na.

NBFIs
L Investment Houses 22 na na - 35 38 21 21 1.7 1.6 1.3 14 na
2. Financing
Companies 32 na  na 52 5.1 4.4 4.0 2.7 1.9 1.1 1.0 na
3. Securities
Dealers/Brokers 02 na na 05 04 03 061 01 0.1 ¢l 01 na
4. Investment
Companies 1.2 na na 1.2 1.2 12 1.1 0.8 0.3 18 18 na
5. Fund Managers 0.03 na na 0.02 01 001 001 001 001 004 003 na.
6. Lending Investors  0.01 na. na 000 001 001 001 001 001 001 0.02 na.
7. Pawnshops 006 na na 004 004 0.1 005 004 005 007 007 na.
8. Private Insurance
Companies 34 na na 4.1 3.7 38 3.8 3.0 2.6 32 3.2 na
9. Government NBFIs 24 na.  na 07 08 1.0 16 38 45 34 36 na
10. Venture Capital
Corporations 00 na na - - 000 000 0.00 000 060 0.00 n.a.
Total 100.0 na. na 1000 100.0 100.0 100.0 100.0 ©00.0 0.0 1000 na.

1. Banking Institutions include commercial banks, thrift banks, rural banks and specialized government banks.
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Appendix 3(c)

RATIO OF ASSETS OF BANKS AND VARIOUS NON-BANK FINANCIAL INSTITUTIONS (NBFIs)
TO TOTAL ASSETS OF THE FINANCIAL SYSTEM: 1977-1987

(in Percentages)

Average .
Country/NBFIs 1977-1987 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987

Sri Lanka
Commercial Banks 672 774 M5 773 701 671 609 591 601 600 614 na
NBFIs

1. National

Savings Bank 151 207 19.7 19.0 140 12,0 126 121 132 138 140 na.
2. Finance

Companies 2.9 19 18 12 1.7 18 2.4 2.5 4.0 53 6.5 na
3. Insurance

Corporations 1.6 na. na. na 4.2 31 3.1 2.3 1.5 16 na. na.
4. FCBUs 13.2 - - 25 100 154 210 240 211 193 182 na.
Total 1000 100.0 200.0 100.0 1000 100.0 1000 100.0 100.0 100.0 1000 n.a.
Thailand
Commercial Banks 684 676 666 678 673 674 678 701 710 702 6&86 na
NBFIs

1. Finance Companies 142 146 165 144 143 145 149 137 14.1 129 124 na
2. Government

Savings Bank 6.3 7.0 59 6.2 6.2 5.8 58 5.9 5.5 6.4 83 na.
3. Bank for Agriculture

and Agricultural

Cooperatives 34 37 38 37 38 38 33 29 26 28 27 na
4. Government

Housing Bank 16 12 15 19 22 22 18 14 1.3 1.3 1.3 na
6. Credit Foncier

Companies 0.7 0.7 0.8 08 0.9 0.9 1.0 0.7 0.4 0.4 04 na.
6. Agricultural

Cooperatives 11 1.6 1.5 14 1.3 1.2 11 0.9 0.8 0.8 08 na.
7. Savings

Cooperatives 11 08 0.8 09 1.0 11 1.2 1.2 1.2 1.5 1.7 na

8. Industrial Finance
Corporation of

Thailand 11 08 0.7 0.8 0.9 1.0 1.0 1.0 1.1 1.5 16 na
9. Life Insurance
Companies 1.5 1.3 1.2 1.3 1.4 1.5 1.6 1.6 1.5 1.7 18 na.
10. Pawnshops 06 07 06 07 07 07 06 06 05 05 05 na
11. Small Industrial
Finance Office 001 002 002 001 001 001 001 001 001 001 0.01 na
Total 100.0 100.0 100.0 160.0 100.0 100.0 100.0 1000 1000 1000 1000 n.a

Source: Project Questionnaire Replies.
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Appendix 5(a)

SHARE OF CREDIT EXTENDED BY VARIOUS TYPES OF
FINANCIAL INSTITUTIONS IN TOTAL CREDIT EXTENDED
BY THE FINANCIAL SYSTEM: 1975-1987

(in Percentages)

Country/Financial Average
Institutions 1980-87 1975 1980 1981 1982 1983 1984 1985 1986 1987
INDONESIA
1.Banking Institutions :
Commercial Banks 814 938 478 87.7 86.2 868 87.5 868 871 na.
Other Banks 176 59 491 117 131 126 119 126 122 na.
2. NBFIs
Development Finance
Companies 09 03 31 065 06 05 05 05 0.5 na
Investment Finance
Companies - 00 - - - - - - - -
Other NBFIs 0.1 - 00 01 01 01 01 01 02 na
TOTAL 100.0 100.0 1000 100.0 100.0 100.0 100.0 100.0 100.0 n.s.
"MALAYSIA
1. Banking Institutions
Commercial Banks 67.8 876 80.8 69.1 678 674 65.0 635 629 66.2
2. NBFIs
Finance Companies 146 124 137 124 131 13.6 160 160 156 17.2
Merchant Banks 56 na. 55 58 53 56 65 61 55 50
Thrift/Savings
Institutions/
Co-operatives 47 nsa na 38 39 49 56 66 85 46
Development Finance
Institutions 28 na na 36 37 33 28 27 25 34
Others/Housing
Credit Institutions 45 na na 57 62 52 51 51 50 36
TOTAL 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0
NEPAL
1. Banking Institutions
Commercial Banks 714 718 761 788 726 713 669 672 670 na.
2. NBFIs
© Agricultural
Development Bank 14.7 146 123 102 128 145 174 171 186 na
Nepal Industrial
Development
Corporation 66 89 69 62 80 68 66 60 54 na
Provident Fund
Corporation 72 47 47 48 64 74 89 91 90 na
National Insurance
Corporation 0.2 - 001 001 02 003 02 06 001 na.
TOTAL 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 n.a.
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Appendix 5(b}
SHARE OF CREDIT EXTENDED BY VARIOUS TYPES OF
FINANCIAL INSTITUTIONS IN TOTAL CREDIT EXTENDED
BY THE FINANCIAL SYSTEM: 1975-1987

(in Percentages)

Country/Financial Average
Institutions 1980-87 1975 1980 1981 1982 1983 1984 1985 1986 1987
PHILIPPINES
1. Banking Institutions
Deposit Money Banks 62.7 66.2 648 634 629 612 588 610 665 na.
Specialized Banks 81 76 85 80 78 77 71 71 109 na.
Other Banks 168 141 153 175 18.1 181 198 187 99 na.
2. NBFIs
Investment Houses 20 30 19 16 18 18 21 22 27 na.
Finance Companies 38 54 55 53 50 84 27 20 24 na
Securities Dealers
Brokers 02 10 04 €3 02 01 01 01 03 na.
Investment Companies 1.0 13 069 08 05 04 01 20 24 na
Fund Managers 02 08 62 003 01 01 01 03 0.3 na.
Lending Investors 003 004 003 002 0.02 002 0.02 003 0.10 n.a.
Pawnshops 02 01 02 02 02 01 02 03 05 na.
Insurance Companies 16 04 10 16 16 04 12 28 23 na
Government NBFIs 34 na 12 13 17 66 78 34 18 na.
Venture Capital
Corporation 001 na mna 00 001 001 001 001 902 na.
TOTAL 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 n.a.
SRI LANKA

1. Banking Institutions
Commercial Banks . 89.7 939 94.2 922 899 899 873 848 89.8 n.a.
2.2

Rural Banks 1.2 09 11 12 11 12 12 14 na.
2. NBF1Is

National Savings

Bank 0.5 1.1 0.5 06 04 04 05 05 .4 mn.a.

Finance Companies 49 28 20 26 42 42 58 71 84 na

Long-Term

Lending

Institutions® 3.7 - 24 35 43 44 52 64 na na.
TOTAL 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 n.a.

1. Includesthe National Development Bank, the Development Finance Corperation of Ceylon, the
State Mortgage and Investment Bank.
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Appendix 5(c)

SHARE OF CREDIT EXTENDED BY VARIOUS TYPES OF FINANCIAL
INSTITUTIONS IN TOTAL CREDIT EXTENDED BY
THE FINANCIAL SYSTEM: 1875-1987

(in Percentages)

Country/Financial Average
Institutions 1980-87 1975 1980 1981 1982 1983 1984 1985 1986 1987
THAILAND
1. Banking Institutions
Commercial Banks 725 71.0 695 69.0 692 727 747 750 772 na
2. NBFlIs
Finance Companies 162 179 173 17.7 184 163 148 141 145 13.0
Life Insurance
Companies 09 08 09 09 09 09 10 1.0 10 nasa
Agricultural
Cooperatives 08 17 12 11 11 09 08 0.8 na na
Saving Cooperatives 14 12 13 14 15 16 17 20 na na
Pawnshops 07 11 09 09 07 06 06 07 086 na
Credit Foncier
Companies 06 08 08 08 08 07 05 04 04 na
Government SavingsBank 04 03 04 06 05 06 02 02 02 na
BAAC 45 41 40 38 36 31 31 31 3.3 na.
Industrial Finance
Corporation of
Thailand 11 12 11 1.2 11 09 10 11 1.1 na.
Government Housing Bank 20 03 26 26 22 17 16 16 17 na
Small Industrial
Finance Office 0.01 0.1 00 002 001 001 001 001 001 na
TOTAL 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 n.a.

Source: Project Questionnaire Replies.
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Appendix 8

EVIDENCE ON MONEY DEMAND SHIFTS OR INSTABILITY
IN LARGER INDUSTRIAL COUNTRIES

Money
Study definition Findings

United States

Goldfeld (1976) M1 & M2 Downward shift in the demand for M1
during 1974-76; no evidence of a shift in the
demand for M2.

Judd and Scadding

(1982a) M1 & M2 Survey of evidence on the stability of money
demand since 1973; M1 shift during 1974-
76 widely recognised due to financial inno-
vation, but no evidence of any shift in M2.

Simpson and Porter

(1980) M1 Downward shift during 1979-80or 1979-81,

Wenninger et al. (1981) largely due to financial innovations.

Lindsey et al. (1981)

Dotsey et al. (1981)

Porter and Offenbacher

(1982) M1 Persistent overprediction by the standard
money demand functions in the post-1973
period.

Hein (1982) M1 Refutation of the evidence of a shift in M1
during 1980.

Redecki and Wenninger

(1983) M1 Downward shift in 1981 and upward shift
in 1982.

Judd (1983) M1 No upward shift in 1982.

United Kingdom .

Artis and Lewis (1981) M1 & M3 Survey of earlier studies and new evidence
on the demand for M1 and M3; substantial
evidence of a breakdown of M1 and M3
functions during 1971-73; M1 functions
shown to be unstable over 1978-80; M3
functions unstable throughout the 1970s;
changes in the financial systemrecognised
as a source of instability.

Butter and Fase (1981) M3 General instability of M3 between 1972 and

1976.
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Study

Money
definition Findings

Allen (1981)

M1 & M3 M1 functions wander off path after 1976,
upward shift in M3 during 1980-81.

Trundle (1982) Currency in Downward shift over 1979-82.
circulation

Trundle (1983) M1 Poor forecasting performance over 1970-
81, although coefficients appear to be
stable.

Canada

White (1976) M1 General demand instability reflected in a
number of small shifts in the early 1970s.

Landy (1980) M1 Evidence of a downward shift in 1976,
largely caused by financial innovations.

Boughton (1981) M1 & M2 M1 shift in 1974 but no serious evidence of

‘ a shift in M2 over the 1970s.

Bank of Canada (1983) M1 Based onchangesin financial arrangements
and internal research, the Annual Report
notes M1 shifts in 1976-77 and 1980, and a
breakdown of the relationship between M1
and economic activity during 1981-82.

Lucas (1983) M1 Downward shift around 1976 and instabil-
ity over the post-1976 period.

Japan

Bank of Japan (1978) M2 Uncertain and doubtful about the estab-
lishment of a durable money demand func-
tion in the changing financial system of
Japan; analysis consistent with out-of-
sample instability of money demand esti-
mates.

Boughton (1979) M1 & M2 No significant shift in M1 but a possible
Boughton (1981}shift in the M2 function
around 1977,

Christelow (1981) M2 . Evidence on the financial innovation expe-
rience is consistent with instability of the
M2 function during 1979-80.

Bank of Japan (1983b) M2 Downward shift in 1982.

Italy

Boughton (1979) M1 & M2 Unsatisfactory estimates as well as un-

stable functions for both aggregates.
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Money

Study definition Findings
Calliari et al. (1981) M3 Instability in 1973-75.
Butter and Fase (1981) M2 Poor out-of-sample predictions in 1977-78.

Caranza et al. (1982) M1,M2 M3 Estimates indicate considerable structural
and deposits  instability in the demand for broader aggre-
gates, especially for M2 and deposits, over

the post-1979 period.

Source: Adopted from M.A. Akhtar’s Table given in - “Financial Innovations and
Their Implications For Monetary Policy: An International Perspectives”, BIS
Economic Papers, No. 9, Basle: Bank for International Settlement, December
1983, pp. 34-35.
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Appendix 9(a)

INDONESIA: NATURE OF REGULATORY AND SUPERVISORY
INSTRUMENTS IMPOSED ON NON-BANK FINANCIAL
INSTITUTIONS (NBFIs)

NBFIs
Ratio

Prudential

Finance Companies
(a) Development Type
Gearing Ratio

(b) Investment Type
Gearing Ratio

(¢) Other Finance Companies

(d) Pension and Provident Funds

(e} Insurance Companies

(f) Leasing Companies
Gearing Ratio

16:1

15:1

15:1

33:1

Source: Project Questionnaire Replies.
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Appendix 9(b)

MALAYSIA: NATURE OF REGULATORY AND SUPERVISORY
INSTRUMENTS IMPOSED ON NON-BANK FINANCIAL
INSTITUTIONS (NBFIs)

1. Finance Companies Prudential Ratios

Liquidity Ratio : 10.0 per cent of eligible liabilities
{of which primary liquid assets ra-
tio: 5.0 per cent)

Statutory Reserve

Ratio : 3.0 per cent of eligible liabilities
with effect from February 15,
1986.*

Risks Assets Ratic : 15 times shareholders funds.

Interest Rate Ceilings

On housing loans to individuals:

1) 11.0 per cent per annum where the cost of land and the
house on it is between $60,000-$100,000 each.

ii) 10.0 per annum where the cost of land and the house on
it is less than $60,000.

Exemptions
Tax exemptions on interest earned on savings deposits of up
to $5,000 and all interest earned on fixed deposits with

maturities exceeding 12 months.

2. Merchant Banks Prudential Ratios

Liquidity Ratio : 10.0 per cent of eligible Liabilities.

Statutory Reserve

Ratio ;3.0 per cent of eligible liabilities
with effect from February 15,
1986.*

Gearing Ratio:

i) Deposits ;15 times shareholders.

ii) Deposits : 20 times shareholders funds.
+ Borrowings -
+ Contingent
Liabilities

a. With effect from 1 May 1989, the statutory reserve requirements (SRR) of finance
companies and merchant banks have been raised to 4.5 per cent of their total eligible
liabilities. With this adjustment, the statutory reserve requirements has been standar-
ized for commercial banks, finance companies and merchant banks.

Source: Project Questionnaire Replies.
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Appendix 9(c)

PHILIPPINES: NATURE OF REGULATORY AND SUPERVISORY
INSTRUMENTS IMPOSED ON NON-BANK FINANCIAL

INSTITUTIONS (NBFIs)
Interest Rate Exemptions
NBFIs Prudential Ceilings (e.g., Tax Others
Ratios ® — .~ Exempticns) b
(%) Deposits: Loans
Investment Houses STe LT None
w/QBF
1980 20 - e f -do-
1981 16 1 no ceiling f -do-
1982 18 1 no ceiling -do -
1983 23 4 no ceiling -do -
1984 24 6 -do - -do -
1985 23 6 -do - -do -
1986 21 5 -do- -do-

Financing Companies
w/QBF
1980-1986 -do - -do - -do-

Securities Dealers/

Brokers None -do- -do -
. Investment Companies - do - -do- -do -

Fund Managers - do - -do- -do-

Lending Investors -do - -do- -do-

Money Brokers -do - -do- -do-

Government NBFIs -do - -do- -do-

Venture Capital -do - -do- -do-

Corporations

Pawnshops -do - -do - -do -

Others - - -

a. Reserve requirement on deposit substitutes of non-banks with quasi-banking
functions (NBQBs).

b. Issuance of commercial paper by NBQBs may be authorized by the Central Bank
and the Securities and Exchange Commission and only after a careful evaluation of
the applicant’s credit worthiness and financial ability to meet its obligation. Any
proposed issue shall be guaranteed by a qualified bank.

¢. Short-term (ST) - Deposit substitute - 730 days or less.

d. Long-term (LT)- Deposit substitute - more than 730 days

e. In 1980, interest rate ceiling on deposits w/ maturities of 730 days and below was
17 per cent; no ceilings were imposed for deposits with maturities of over 730 days.
Effective 1July 1981, interest rate ceiling on deposits w/ maturities of 730 days and
below was lifted.

f. Interest rate ceilings on short-term loans from 1980-1982 were maintained at 16.0

per cent and 18.0 per cent for secured and unsecured loans, respectively. Ceilings
on long-term loans were lifted in 1981.

Source: Project Questionnaire Replies.
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Appendix 9(d)

SRI LANKA: NATURE OF REGULATORY AND SUPERVISORY
INSTRUMENTS IMPOSED ON NON-BANK FINANCIAL
INSTITUTIONS (NBFls)

Interest Rate Exemptions  Others
NBFIs Ceilings
(%) (e.g., Tax
Exemptions)
Deposits Loans
National Savings Bank 12-13 12-20 Rs 2,000 or
1.3 of the

total interest
whichever is

higher.
Rural Banks 9-12 5-23
Long-Term Lending - 3-20
Institutions

Insurance Corporations -

Provident Funds 12.5 -

Source: Project Questionnaire Replies.
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Appendix 10

FUNCTIONAL LIMITATIONS AND OTHER PRUDENTIAL
REQUIREMENTS PRESCRIBED FOR THE
NON-BANK FINANCIAL INSTITUTIONS (NBF1Is)

INDONESIA

1. Non-bank financial institutions (NBFIs) are not permitted to accept demand
deposits, time deposits, and savings deposits,

2. NBFIs of Finance Companies are subject to gearing ratio.

3. NBFIs are also subject to the following legal lending limits:

(a)
(b)
(c)

d

(e)

®

g)

20.0 per cent of NBFI's own capital for credit facilities to any single borrower;
50.0 per cent of NBFIs own capital for credit facilities to any group of borrower;

5.0 per cent of NBFIs capital for credit facilities extended to the members or
businesses of the Board of Commisioners who are not shareholders.

15.0 per cent of NBFIs capital for credit facilities extended to the members of
the Board of Commissioners who are not shareholders and their business
group;

10.0 per cent of the share of equity participation in a NBFIs for credit to
shareholders or two owners of the business;

25.0 per cent of the share of equity participation in a NBFIs for credit to
shareholders and business groups owned by the shareholders of the NBFI;

Credit to be linked to the repayment capacity of the borrowing Board members
and employees and this repayment capacity to be based on income earned from
the respective NBFIs;

A minimum liquidity requirement of 2 per cent liabilities to the third parties also
applicable to NBFIs of Finance Companies.

MALAYSIA

1.

Non-bank financial institutions (NBFIs) are not permitted to accept demand
deposits.

. NBFIs (Finance Companies) are not permitted to issue Negotiable Certificates of

Deposits (NCDs).®

. NBFIs cannot accept foreign currency deposits. ®

Only six merchant banks are permitted to issue NCDs.

. Merchant banks can accept foreign currency deposits.
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4, Only authorized finance companies can participate in interbank money market.
5. Prudential Ratios:
(a) Finance Companies
Liquidity Ratio: 10 per cent of eligible liabilities ©

Statutory Reserve Ratio (SRR): 3% of eligible liabilities ¢
Risks Assets Ratio: 15 times shareholders funds

(b) Merchant Banks

Liquidity Ratio: 10 per cent of eligible liabilities
Statutory Reserve Ratio (SRR): 3 per cent of eligible liabilities ¢

Gearing Ratio

Deposits and Borrowings: 15 times shareholders funds
Deposits and Borrowings + Contingent Liabilities: 20 times shareholders
funds

6. Interest Rate Ceilings
Housing Loans:

(a) 11 per cent per annum where the cost of land and the house on it is between
$60,000-$100,000 each.

(b) 10 per cent per annum where the cost of land and the house on it is less than
$60,000.

7. Shareholding Limits (i.e. Equity Ownership Limitation)

The proportion of total equity that any corporation or co- operative society may hold
in a finance company is limited to 20 per cent. A lower limit of 10 per cent is set for
shareholdings by individuals, including family owned companies.

8. Cross Holdings Limitations

NBFIs (Finance Companies and Merchant Banks) are prohibited from holding
shares in another finance company and merchant banks, respectively. Finance
companies are also prohibited from holding shares in the subsidiaries of other finace
companies, banks and merchant banks, banks and finance companies.

9. Credit Control Limits

The Finance companies Act, section 21A prohibit a director, manager or employee
of alicensed finance company from granting any in excess the limits of his authority
or contrary to any directions, policies or procedures imposed by the financial insti-
tution concerned. Contraventious against Section 21a of Finance Companies Act
would be subject to a fine not exceeding $20,000 or to imprisonment for a term not
exceeding 3 years or to both such fine and tmprisonment.

c. Effective 1 January 1989, the primary liquidity ratio of 5 per cent imposed on finance
companies have been eliminated altogether.
d. With effect from 15 February 1986.
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10. Imposition of Formal Lending Guidelines

11.

Since 1979, Bank Negara Malaysia has imposed formal lending guidelines on the
finance companies to channel funds into priority sectors line housing, agriculture,
small scale enterprises and the Bumiputra community. For instance the lending
guidelines for 1986 on finance companies are as follows:

(a) Loans to Bumiputera: Minimum 20.0 per cent of total loan
Community: base as at 31/12/1985

(b) Loans to Small-scale Minimum 15.0 per cent of total loan
Enterprises: base as at 31/12/1985

Finance companies are not allowed to extend insecured loan/advance credit
facility exceeding $5,000. These companies are also allowed to be ‘acceptors’ of
Bankers Acceptances (BAs).

NEPAL

. The branches of deposit taking NBFIs (e.g., Agricultural Development Bank) are

under regular supervision of Nepal Rastra Bank (Central Bank).

The branches of Agricultural Development Bank (ADB/N) conducting banking
activities are restricted to advance loans against the collateral of gold and silver and
the export bills.

The opening of finance companies as subsidiaries of the commercial banks is
generally restricted (except for those designed for managing trust preperty and safe
deposits vault and being auxiliary to promote banking business and industrial
development as approved by the Nepal Rastra Bank.

PHILIPPINES

1.

2.

The Non-Bank financial Institutions (NBFIs) are not authorized to accept deposits.
Loan Limits

The Manual of Regulations for Non-Bank Financial Institutions (NBFIs) imposes
loan limits to regulate the credit operations of NBFIs. The loan limits are set at
varying levels based on the nature and extent of credit operations. For instance,
the loan limit is set at 80.0 per cent of unbooked valuation reserves for Non-Bank
Quasi Banks (NBQBs); 30.0 per cent of the appraised value of the security offered
for pawnshops.

Required Reserves Against Short-term Deposit Substitute
The required reserves against short-term deposit substitute liabilites for non-banks

with quasi-banking functions (NBQBs) are set at 21.0 per cent; while against long-
term deposit substitute liabilities at 5.0 per cent.

. Except insurance companies, the operations and activities of NBF1Is are subject to

regulation by the Monetary Board (per the General Banking Act - Rep. Act No. 337),
which include the imposition of constraints covering the (a) minimum size of funds
recieved, (b) methods of marketing and distribution, (c) terms and maturities of
funds received, and {(d) uses of funds.
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5. The Monetary Board has also prescribed central ratios or other forms of
regulation on the different types of contingent accounts of non-bank financial
intermediaries performing quasi-banking functions.

6. Meanwhile, the investment houses come under the central banks regulatory power
through the Investment Houses Law (Presidential Decree No. 129 as amended) and
are also subject to such regulations as the observance of capital-to-risk asset ratios
and other liquidity ratio requirements.

7. Pawnshops are placed under central banks regulaticns basically through the
Pawnshop Regulation Act (Presidential Decree No. 114) and all the business affairs
and financial conditions are contrelled and monitored by the Central Bank.

8. Some of the Prudential Requirements Imposed on Non-Bank Financial
Institutions (NBFIs):

(a) Liquidity Requirements

NBFIs shall, in addition to the required reserves against deposits and/or
deposit substitutes, maintain a 30.0 per cent liquidity floor with respect to
deposits of and/or borrowings from, the Government, and government entitites
in the form of Central Bank- supported securities, separate and district from
those used by them for other specific purposes required by law, rules and
regulations.

(b) Lending Limit to any one customer

Credit accomodations of NBFIs with quasi-banking functions (NBQBs) to its
directors and stockholders are required not to exceed 100.0 per cent of the
combined capital accounts of the lending enbity, following certain provisions.
Single borrowers limit of NBQBs to any person, corporation or firms has been
reduced from 80.0 per cent to 15.0 per cent of the combined capital accounts,
net of unbooked valuation reserves. ¢

9. Credit Controls and Restrictions

Guidelines on credit accomodations by non-bank financial intermediaries perform-
ing quasi-banking functions (NBQBs) to directors, officers and stockholders (DOSRI)
and to subsidiaries and affiliates has been prescribed. In the case of DOSRI loans,
it should not exceed an amount equivalent to the book value of the paid-in capital
contributed plus the outstanding balance of loans to and placements with the
leading entity. For subsidiaries and affiliates, it should not exceed an amount equal
to 50% of the combined capital accounts of the lending entity.f

10. Reserve Requirements
The non-bank financial institutions performing quasi-banking functions (NBQBs)
are required to maintain reserves with the Central Bank to the tune of 21 per cent

for short-term and 5.0 per cent on long-term deposit substitutes liabilities. Net-
worth to risk assets ratios are also imposed on NBQBs.

e. Circular No. 1084, 20 November 1985.
f. “ Circular No. 575, 28 July 1977
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SRI LANKA

1.

The non-bank financial institutions (NBFIs} are not permitted to accept demand
deposits.

Under the Control of Finance Companies Act No. 27 of 1979, the following
restrictions are imposed on finance companies:

(a) Limits on the amount of certificate of deposits (CDS) issued and outstanding;
(b) Higher liquidity ratio of 15.0 per cent of deposits received and outstanding;
(c) Restrictions on the provision of refinance facilities;

(d) Imposition of restrictions preventing the finance companies from accepting
deposits of less than three months and more than 36 months.

Under the Control of Finance Companies Act No. 27 of 1979, the Monetary Board
is empowered to prescribe capital/deposit ratios of finance companies; and also to
prescribe the maximum rate of interest which a finance company may charge in
respect of any loan, the maximum rates which may be paid by finance companies by
way of Commissions, and the minimum initial payment in respect of hire-purchase
transactions.

. The finance companies were also required that their loans and advances granted for

the importation of non-essential goods not to exceed such advances granted and
outstanding as at 18 January 1985. ¢

THAILAND

1.

. The non-bank financial institutions (NBFIs) which come under the supervision of

the Central Bank are the Finance Companies (FCs) and Credit Foncier Companies
(CFs). Regulations imposed on these two NBFIs are normally in line with
commercial banking regulations.

. Finance and securities Companies are required to maintain capital funds at the end

of each business day accounting for not less than 25.0 per cent of their liabilities
under guarantee obligations plus the volumes invelving the acceptance of biils, aval
given to bills or interventions to honor bills. ®

. The liabilities or payments of ﬁnance companies under guarantee obligations

combined with the acceptance of bills, aval given to bills, intervention to honor bills,
as well as loans and for investment related to any individual business, are not
permitted to exceed 40.0 per cent of these companies’ capital funds. ®

Regulations concerning the amount of cash or promissory notes to be placed by
clients as collateral against margin loans extended by finance companies have been
revised. Accordingly, instead of prescribing a fixed minimum rate of 25.0 per cent
of total borrowing, the requirement was changed to either 25.0 per cent of total
borrowing or the ratio prescribed by the Security Exchange of Thailand (SET),
whichever was higher.t

. Regulations governing car hirepurchase activities of finance companies have been

imposed, according to which the first instalment payment has to be 25.0 per cent of
the total cash price of the car and the repayment period to be 48 months.

g. Effective from 21 January 1985.

h.

Effective from 24 March 1987.
On 27 April 1987, the SET set the minimum margin loan ratio at 35 per cent. The

ratio was subsequently changed three times, to 50 per cent on 28 May, to 70 per cent
on 28 June, and back to 50 per cent again on 30 October 1987.
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