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DOES FINANCIAL LIBERALIZATION MATTER FOR HIGHER
SAVINGS? SOME EVIDENCE FOR MALAYSIA, THE PHILIPPINES
AND THAILAND

Muzafar Shah Habibullah - Universiti Putra Malaysia
Mohamad Helmi Hidthiir - Universiti Utara Malaysia

1. Introduction

Economists and policy makers have long recognized the importance of saving and
investment in the process for achieving higher economic growth. Since capital goods
depreciate over time, a large flow of saving must be generated and transferred into
productive investment in order to maintain a country’s capital stock and sustain the
standard of living. The more amount of current output saved., the greater will be the
rate of economic growth. This proposition is supported by research done by the World
Bank (1989).

The World Bank Report (1989: p. 27) points out that, "saving determines the rate
at which productive capacity, and hence income, can grow. On average, the more
rapidly growing developing countries have had higher saving rates than the slower
growing countries.” According to the World Bank, there are many factors affecting the
saving rate. Among others are: the rate of income growth, the age composition of the
population, attitudes toward thrift, the availability of social security, tax structure, bud-
get deficits, and macroeconomic and political stability.

Nevertheless, in a modern society. with the complexity of trade and financing
needs, it is the financial system to provide and play the utmost important role in chan-
neling the pool of savings for investment to be realized. Hence. finance is the key to
investment and therefore to growth. The banks and the central bank can provide a sta-
ble financial climate with low inflation in order to facilitate low levels of long run inte-
rest rates and higher levels of investment expenditures. Further, by contributing to
economic stability and preventing severe economic downturns. the financial system
can contribute positively to long-term economic growth. However, all these are possi-
ble with a more liberal financial system. However, the Warld Bank has doubt whether
financial variables have any impact on the saving rate. Thus, whether financial varia-
bles affect saving rate is still an open issue.

The purpose of the present study is to investigate the role of financial variable
affecting the national saving in developing economies such as Malaysia, Philippines
and Thailand. According to Chandavarkar (1993), the fact that countries in the Asian-
Pacific region (including the Philippines) sustained high average rate of gross dome-
stic saving is recognized as one of the necessary factors accounting for its high rates
of growth over the past two decades. One of the main factors that can contribute to
higher savings is the role of monetization and financial intermediation. The saving rate
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is known to be responsive to monetization (that is, the enlargement of the monetary
economy) and financial intermediation (financial deepening as measured by the ratio
of financial assets to GDP and the rage and efficiency of financial instruments and
institutions). Monetization increases the level of cash incomes and financial interme-
diation raises the ratio of financial saving and can also help enlarge aggregate saving.

Fry (1984), for example, found out that the bulk of the increase in financial savings
arises from the expansion of bank branch network in the developing economies.
Similar finding is also supported by Gupta's (1987) study that a rise in the ratio of
financial assets to GNP has some positive effect on aggregate saving. A recent study
by Farugee and Husain (1995) contends that the level of financial development and
deepening also influences an economy’s saving performance, particularly in the deve-
loping economies. By increasing the availability of saving instruments, financial dee-
pening could potentially raise the rate of saving. In addition, financial deepening
brought about through a liberalization of financial markets could raise real rates of
return on financial assets, thereby boosting the saving rate.

2. Does Financial Liberalization Matter for Higher Saving?

It is well known that the developing countries in the 1960s and early 1970s have
corresponded to what McKinnon (1973) and Shaw (1973) described as 'financially
repressed economies’. According to McKinnon (1973) and Shaw (1973), pervasive
government intervention and involvement in the financial system through the regula-
tory and supervisory network, particularly in controlling interest rates and the alloca-
tion of credit, tends to distort financial markets. This situation will adversely affect
saving and investment decisions of market participants and lead to fragmentation of
financial markets and financial disintermediation. The result is a financially repressed
economy. McKinnon (1973) recommended that the authorities liberalize the regulatory
regime by allowing interest rates to attain their true equilibrium level and by determi-
ning credit allocation on the basis of viability and productivity of projects. McKinnon
(1973) contended that higher positive real interest rates are necessary to encourage
agents to accumulate real money balances, increase financial intermediation and uni-
fication of financial markets, thereby ensuring an efficient utilization of resources for
economic growth
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The recommendations made by McKinnon are well taken by majority of the deve-
loping countries of the Latin American, African and Asian regions. Many of these
developing countries attempted to increase the role of market forces in the determi-
nation of interest rates, the allocation of credit and the overall scale of financial inter-
mediation in the late 1970s and the 1980s. However, the results of the process of
financial liberalization in many developing countries have varied from a disastrous one
to a successful transition to a more efficient and market oriented financial system. On
one hand, the Southern Cone region of Latin America - Argentina, Chile and Uruguay
- experienced bank panics and collapses as a result of financial liberalization (Diaz-
Alejandro. 1985). Other countries in this region that have abandoned financial libera-
lization programmes include Colombia. Brazil and Mexico (Fry, 1989).

On the other hand. financial liberalization in a number of Asian countries has hel-
ped make financial systems more efficient and has enhanced the effectiveness and
flexibility of monetary paolicies. In the early 1960s, the financial systems of almost all
countries in Asia were characterized by one or more of a range of restrictive financial
measures, including interest rate regulations, selective credit allocation controls, expli-
cit and implicit taxes on financial institutions, government ownership of financial insti-
tutions, segmentations and international capital controls, among others. However,
such features have either become less distinct or completely removed as derequla-
tion, market orientation and internationalization of banking and finance have procee-
ded at a rapid pace since the early 1980s.

Itis the purpose of financial liberalization to enhance the development of an effi-
cient financial system through a greater reliance on market forces as well as to impro-
ve the effectiveness of monetary policy. This development, often referred to as the
process of financial deepening, involves the design and implementation of policies to
increase the monetization of the economy, to foster and develop a sound and diversi-
fied financial structure with coordinated money and capital markets and to maintain
monetary stability (Bank Negara Malaysia. 1994). The key reforms were aimed at libe-
ralizing interest rates, reducing control on credit, enhancing competition and efficiency
in the financial system, strengthening the supervisory framework and promoting the
growth and deepening of financial markets. The effort towards liberalization also inclu-
des the relaxation of restrictions on international capital flows and a shift toward a
more flexible exchange rate arrangement (Tseng and Corker, 1993),

The liberalization of interest rates was a prominent feature of the financial reforms
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implemented by the Asian countries during the 1980s. The objective of liberalizing the
interest rates was to promote savings and efficient investment and to deepen finan-
cial markets. Positive real interest rates (as pointed out by McKinnon, 1973) favour
financial over non-financial savings, leading to the deepening of financial markets. In
turn, greater financial intermediation tends to ensure that more productive invest-
ments are financed. Positive real interest rates, therefore, contribute to economic
growth by promoting financial deepening and improving the productivity of investment.

Interest rates were fully deregulated in the Philippines in the early 1980s. In fact,
the Philippines initiated an ambitious program of financial reforms which focused pri-
marily upan institutional change but also had the goal of interest rate liberalization.
Interest rate ceilings on deposits and term loans were removed in July 1981 and on
short-term loans in June 1983.

Malaysia's Central Bank introduced a new interest rate scheme for the commer-
cial bank in October 1978. Accordingly, commercial banks were free to quote the inte-
rest rate payable on deposits and lending rates. However, with effect from November
1983, all interest rates on lcans and advances have been tied to the base lending
rates of the two largest commercial banks. In fact the deposit rates of the banks and
finance companies became linked to the deposit rates of the two leading domestic
banks (namely, Malayan Banking Berhad and Bank Bumiputra Malaysia Berhad) with
eftect from October 1985. In February 1987, all deposit rates at financial institutions
were fully liberalized. However, it was only in February 1991 that interest rates on
loans became free from the administrative control of the Central Bank.

Interest rates in Thailand have been geared towards a liberal regime since the
early 1980s. One of the first and most important steps towards this flexibility was the
freeing of ceiling rates on loans. Accordingly, the ceiling on lending rates of financial
institutions was freed from 15.0 percent per annum limit imposed since 1924. In June
1989, a ceiling of deposit rates for deposits of more than one year was announced. In
March 1990, the ceilings on time deposits of less than one year maturity were termi-
nated. From January 1992, ceilings on savings deposit rates were also abolished,
thus, completely eliminating all deposit rates ceilings for commercial banks. On the
other hand, ceilings on lending rates were abolished on June 1992,
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3. Methods of Estimation and Empirical Results

From a survey of saving behaviour in the Asian-Pacific region. Chandavarkar
(1993) categorized factors that affect household saving into long-term and short- and
medium-term factors. The long-term structural factors include demographic (popula-
tion growth, life expectancy, age distribution); institutional (occupational composition
of work force, distribution of income and wealth, urban/rural sectors), monetization
and financial intermediation; socio-cultural factors (political stability, value system in
relation to motivation of saving, family patterns. literacy rates etc). The short- and
medium-term factors are domestic (level and rate of change of income and wealth,
rate of return of savings) and external (export earnings, terms of trade, foreign
savings, capital flight).

However, in this study, the model draws from earlier studies by Corbo and
Schmidt-Hebbel (1991), Masson et al. (1995), Dayal-Ghulati and Christian (1997),
and Haque et al. (1999). The following restricted error-correction model is estimated

ANS, = ay + 0,AMS, + a,AGDP, + a;ACPI, + 0, ADEM,
+ BINS, , - a, - a,MS,; + a,GDP,, + a,CPI,, + a,DEM, )+ ¢, (1)

where NS is national saving, MS is the monetization variable defined as money
supply (M2) as a percentage of GDP. CPI is the consumer price index to proxy for
inflation, the gross domestic product (GDP) is used to measure economic growth, and
DEM represents the demographic variable, 3 is the error-correction term and ¢ is
white noise

Our main interest is to investigate the role of financial variable MS, which proxy for
monetization and financial intermediation in three selected Asian countries —
Malaysia. the Philippines and Thailand. As mentioned earlier, the development of
financial markets increases the availability of saving instruments and most likely also
the return on saving (Bayuomi, 1993). However, financial market development is diffi-
cult to guantify. The volume of total assets (or employees) of financial institutions, the
geographical density of banking outlays, or share value added of this sector in the
economy could be useful indicators, but on most of them no data are available. Thus,
virtually all studies have used the degree of monetization of the economy — generally
measured as the ratio of broad money (M2) to GDP — to capture the degree of finan-
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cial development. The coetfficient has been found to be significant and positive throu-
ghout (Harrigan, 1995), leading to the conclusion that financial market development
has a positive net effect on saving.

Given that financial liberalization may have changed the interest rate effects, it is
not too surprising that these are not robust. The effect of liberalization on saving beha-
vior can operate through at least two channels. First, financial development may pro-
vide outlets for financial saving, thereby raising saving rates, a channel that has been
emphasized in the development literature (McKinnon, 1973; Shaw, 1973). However,
although financial liberalization generally affects the form that saving takes and also
the efficiency of investment, it needs not raise the level of saving. The second aspect
involves the liberalization of consumer access to bank credit, which occurred in a
number of industrial countries in the 1980s. Regulatory changes have allowed bank
to lend more freely to individuals. for instance for the purchase of a house or for con-
sumption, and this may lead at least initially, to a significant decline in saving.
Empirical evidence supports these effects in countries that have liberalized access to
consumer credit (Jappelli and Pagano, 1989; Bayoumi, 1993; Lehmussaari, 1990).
Financial liberalization may involve ane or another of these aspects, each of which will
tend to increase the sensitivity of saving to interest rates. Financial liberalization in a
given country may also expand the international diversification possibilities of other
countries, making their saving more responsive to foreign interest rates. Thus, we
would expect that the relationship between national saving and MS is positive.

As for the other variables, GDP, CPl and DEM, we would expect that 0,>0, ;>0 and
u,<0 respectively. This implies that the higher the income the greater will be the savings.
As a matter of fact, Chandavarkar (1993) points out that income variable are the most
important determinant of the national saving rate. Inflation creates uncertainty.
Uncertainties can results in economic instability and political instability. Studies in the
business cycle suggest that interest rate and inflation (through the Fisher effect) are pro-
cyclical. If we assume that households are rational, they react not only to current finan-
cial conditions but also to expected financial and monetary phenomena. If they percei-
ve that the economy is moving into period of increasing inflationary pressures, they are
likely to expect the central bank to implement restrictive monetary policy actions to
Increase Interest rates and cool off the economy. Thus, a rational behaviour seeking for
higher returns will move their position into cumulating financial assets. Therefore, we
would expect that the relationship between savings and inflation is positive.




M S HABIBULLAH M H HIDTHIR  FINANCIAL LIBERALIZATION AND SAVINGS

Finally, one would expect national saving to be affected by the age profile of the
population. In general, the lower the dependency ratio — the proportion of non-wor-
king-age population to working-age population — the higher the level of saving.

3.1 The Test for the Order of Integration

Before estimating equation (1), we have to determine the order of integration of all
five time series involved. An integrated series needs to be differenced in order to
achieve stationarity. A time series Y,, that requires no such differencing to obtain sta-

tionarity is denoted as Y,~1(0). Therefore. an integrated series such as Y,~1(2) is said
to be growing at an increasing rate, Y,~|(1) series appear to grow at a constant rate
while Y,~1{0) series appear to be trendless. Thus, if two time series Y, and M, are inte-
grated of different order, say Y,~1(2) and M,~1(1) respectively, then they must be drif-
ting apart over time. Therefore, a regression of Y, on M, would encounter a spurious

regression problem, as the residual would also be |(2), which violates the underlying
assumptions of ordinary least squares (OLS). Thus, it is important to determine that
the time series of interest have the same order of integration before we proceed into
further estimation.

If. on the other hand, the two time series Y, and M, are both I(1) then it is normally

the case that a linear combination between the two will also be I(1) so that a regres-
sion of Y, on M, would produce spurious results. This is because the residual is also

I{1). which violates the assumptions of OLS. However, in a special case, a linear com-
bination of two (1) variables will result in a variable (residual) which is [{0) and in this
special case, the two series are said to be cointegrated. This regression is permissi-
ble since the residual is 1(0) or stationary, which satisfies the underlying assumption
of OLS.

Nelson and Plosser (1982) have demonstrated that most economic time series
appear to be difference-stationary processes. Thus, in numerous studies, the aug-
mented Dickey and Fuller (1981) unit root tests were employed to determine the order
of integration of the individual series. This is because only variables that are of the
same order of integration may constitute a potential cointegrating relationship. The
test is the t-statistic on the parameter « from the following equation
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A, =8+ oY, + 3 BAY,, +v (2)

where v, is the disturbance term. The role of the lagged dependent variable in the
augmented Dickey-Fuller (ADF) regression equation (2) is to ensure that v, is white
noise. The null hypothesis. H,: Y, is I(1). is rejected (in favour of I(0)) if « is found to
be negative and statistically significantly different from zero. The computed f-statistic
on parameter o, is compared to the critical value tabulated in MacKinnon (1991). The
unit root tests were also carried out for first-difference of the variables, that is, the fol-
lowing regression equation is estimated

VY, =85+ 1Y, , + ‘__ AT, + wy (3)

where the null hypothesis is H,: Y, is 1(2), which is rejected (in favour of (1)) if o is
found to be negative and statistically significantly different from zero.

Table 1 in the Appendix presents the augmented Dickey-Fuller (ADF) test for all
series involved in the analysis in logarithmic form in levels and first-differenced . Our
results indicate that non-stationarity cannot be rejected for the levels at the 5 percent
significance level base on the ADF test. When the series are differenced, non-stationa-
rity can be rejected for all series. The ADF statistics suggest that all five series are inte-
grated of order one, whereas the first-differenced are integrated of order zero. Therefore,
all series is best characterized as difference-stationary process instead of trend-statio-
nary process.

Natianal saving (NS) 15 detined as the difference between national income and the sum of privale and govern-
ment consumption. Monetization (M5 vanable 1s measured by the rato of M2 and GDP Inflation (CPI) is defined as
the consumer price index. Economic growth (GDP) 1s measured using the gross domestic product Demaographic (DEM)
variable |s measured using the dopandency ratio which is defined as the sum of the population over 65 years as a per
centage of the working-age population Data were compilad from various 1ssues of the International Financial Statistics
published by International Monetary Fund: All vanables were transformed imo logarithmic form betore estimation
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3.2 The Cointegration Tests

After determining that the series are of the same order of integration, the linear com-
bination of the series that are non-stationary in levels and cointegrated is then tested.
Recently, Banerjee et al. (1986) and Kremers et al. (1992) have shown that the ADF and
CRDW tests for cointegration using the Engle-Granger two-step procedure have low
power and are sensitive to the choice of lag length, and therefore have recommended
the estimation of an Error Correction model (ECM) as the starting point for modelling
and testing. Kremers et al. (1992) demonstrated that the t-ratio of the coefficient on the
error correction term in a dynamic error correction model (ECM), denoted as the ECM
stastistic (fe¢yy). is a more powerful statistic for testing cointegration as compared to the
augmented Dickey-Fuller (t,,) type tests’. Kremers et al. (1992) point out that, ‘the

Dickey-Fuller statistic ignores potentially valuable information and a loss of information
can occur from assuming error dynamics rather than structural dynamics.

Therefore, as an alternative test for testing cointegration, the Error Correction
model is the appropriate approach. The ECM approach is derived from an important
theorem presented by Engle and Granger (1987) that it a set of variables are cointe-
grated then there always exists an error correcting formulation of the dynamic model
and vice versa. Using this approach, following Banerjee et al. (1986) and Kremers ef
al. (1992), the following regression is then estimated using OLS

AY, = by + 0,4X, + BECM, ; + ¢, (4)

where X = (MS, GDP. CPIl and DEM), the variable ECM, , i1s the lagged one-period

residual from regressing national saving with all the determinants selected in this
study. Parameter f3 is then evaluated and a test carried out to check if it is significantly
different from zero. The significance of the error correction term (ECM, ,) is sufficient

to infer cointegration among the variables in question. The fourth and fifth terms on
the right hand side of equation (4) are to ensure white noise in y,.

Results of the error-correction models estimated for each country are presented in

See Mokhtari (1934} for a recent application of the ECM statistic, f. .

13
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Table 2 in the Appendix. In all three equations estimated, the error-correction term is
strongly significant and above the 5 percent value in MacKinnon's (1991) tables, thus pro-
viding support for the hypothesis of cointegration. In all three cases the monetization varia-
ble, MS. is significantly different from zero at the 5 percent level and indicate positive sign.
This implies that the role of financial development has a positive effect on national saving
in Malaysia. the Philippines and Thailand. The wide spread of the commercial banks in the
financial system would encourage positive saving behaviour among the public.

As for other variables, Table 2 suggests that economic growth has positive effect
on saving only in the case of the Philippines. On the other hand, inflation affected
saving positively in all three countries — Malaysia, the Philippines and Thailand. Higher
inflation will result in higher interest rate through the Fisher effect. Higher saving will
induce the public to save to reap higher returns. Nonetheless, the demographic varia-
ble is not important in affecting national saving in all the three countries.

4. Conclusion

Proponents of the McKinnon (1973) and Shaw (1973) approach strongly advoca-
te the efficacy of financial development in contributing significantly to the real growth
of developing economies. They contend that the banking system is invariably growth-
inducing and that only when it is repressed, which in their view is often the case,
would it fail to make a positive contribution or act as an obstacle to real growth.
McKinnon (1973) points out that in a repressed economy, the only source of funds for
investment is from 'self-finance’. Potential investors must accumulate savings (money
balances) prior to their investment. In a financial system where positive real interest
rates prevail, the process of accumulating money will be more significant and subse-
quently, total investment will also increase. Shaw (1973: 3) emphasizes that “the finan-
cial sector of the economy does matter in economic development...if it is repressed
and distorted it can intercept and destroy impulses to development.” In like manner,
Cameron (1872: 24) concludes that “if the banking system is 'tilted' by the unwise
legislation and policy, it can distort and even thwart the growth of the economy.” Thus,
according to their view, without these distortions and deviations from the free-market
system, the banks will have the largest impact on developing economies.

Empirical evidence on numerous developing countries surveyed by Fry (1988) and

14
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more recently by Odedokun (1996), support the view that there is a direct association
between financial and real development as a result of financial liberalization. In a more
recent study of the Asia-Pacific economies, Fry (1996) indicates the importance of
financial liberalization in promoting economic growth. Fry (1896: 24) concludes that
“undistorted financial and foreign exchange markets have stimulated investment and
export growth. High investment and rapid export growth has accelerated output
growth. Higher output growth rates and undistorted financial and foreign exchange
markets raise both saving and investment ratios. The evidence presented in this paper
suggests that financial conditions established by government policies played an
important role in producing virtuous circles of high saving. investment, output growth
and export growth found in the Pacific Basin’

A comprehensive study by the World Bank (1989) on developing countries that
have embarked on financial liberalization programs supports the contention that
‘financial liberalization matters for economic growth’. The World Bank (1989: 30)
reports that, “faster growth, more investment and greater financial depth all come
partly from higher saving. In its own right. however. greater financial depth also con-
tributes to growth by improving the productivity of investment. Investment productivity
is significantly higher in the faster growing countries, which also have deeper financial
systems. This suggests a link between financial development and growth.” The World
Bank’s report (1989) further stressed that this is workable as a result of the positive
real interest rates that favor financial saving over other forms of saving which promo-
tes financial deepening. The results of our study seem to support the above conten-
tion that monetization and financial intermediation are important for accumulating
saving in Malaysia, the Philippines and Thailand.
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Appendix

Table 1: Results of integration tests

Series

Malaysia:
NS

MS

GDP

CPI
DEM

Philippines:
NS

MS
GDP
CPI
DEM

Thailand:
NS
MS
GDP
CPI
DEM

Lags

23
2.35
287
3.00
1.05

282
2.67
2.69
2.28
2.86

23
0.35
1.70
2.78
3.11

values at 5% for T=50 is -3 49 and —-2.91 1or ¢, and 1, respectivecy

LG S TN I LSS

R

(IS

Table 2: Resuilts of error-correction models

_l':i'rsi-_diﬂerenced

-4.77
.01
3.93

-4.08"
3.32"

-3.97°
-3.49*
425
-3.13°
3.29”

MNote: Asterisk ) denotes statistically significan at 5% lovel The calculated statistes are {hose computad in MacKinnon |

~_Variable Malaysia Philippines
Constant i -0 ﬂﬁ
(0.053) {1.55)
AMS 0 950 0.630
(2.458)° (4.168)"
AGDP 0812 0.823
(1.559) (3.155)
ACPI 1732 1.054
(2.199)° (2.681
ADEM -1.908 1.607
(1.301) ({1.458)
AECM(-1) {.290 0.598
(5.129)* (4.780)
Ad| R 059 0.76
bw 2162 1.678
Note: A refirs to st differencas of variables Astensk (7 denotes stanstcally sigrificant at 5%, level

-3 VR TN R |

2% RS R O S

|"991 ) The r'ﬁuﬁ

0.564
1.194
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Abstract

This paper analyses the effect of financial liberalization on national saving in three
Asian countries, namely; Malaysia, the Philippines and Thailand. using annual data
for a sample period from 1971-1399. A model that includes money supply as proxy for
monetization and financial intermediation. inflation, growth and demographic factors
to explain national saving is employed. After examining the time series properties of
the series involved, an error-correction model is estimated. The resulls clearly indica-
fe that monetization and financial intermediation as a result of financial liberalization
in these countries play a positive role in affecting higher saving rate.







