> Promoting Monetary Stability

2

/

Behind the Scenes of Bank Negara Malaysia’s Monetary Policymaking

[The Star] ‘Bank Negara raises OPR
by 25bps to 2.75%’ - 3 Nov. 2022

[Sinar Harian] Yawatankuasa Dasar Monetari (MPC)
Bank Negara Malaysia (BNM) mengumumkan dasar
semalaman (OPR) meningkat dua puluh lima
perpuluhan kepada tiga peratus’ - 3 May 2023
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[Harian Metro] ‘OPR tidak naik,

masih 3.0%’ - 7 Sep. 2023 Nos
N
[Malay Mail] ‘Bank Negara Malaysia N
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At some point, you may have come across these types of headlines when browsing the news or social media. The topic
could have also surfaced during a chat with your family and friends, and you may have wondered - Who and what is the
‘MPC’? Why are they making these decisions? Why would they raise the interest rates when the cost of living is already
high? These are all valid questions, and this article aims to shed some light on these and related issues. In particular, we'll
look into what Bank Negara Malaysia’s Monetary Policy Committee (MPC) is and what they do, in addition to a ‘behind the
scenes’ look at MPC meeting preparations.

Partl: The MPC - What is it and what do they do?

Let’s start with the big picture. Bank Negara Malaysia (BNM) is tasked with promoting monetary and financial stability,
and fostering a sound and progressive financial sector to achieve sustainable economic growth. Simply put, monetary
stability means keeping prices in check so the economy can steadily grow over time. Stable prices create areliable
environment for investment and spending, which are crucial for long-term growth and job creation. However, while
stable prices are important, they're just one ingredient towards a strong and healthy economy. For BNM, a dedicated
committee is charged with this mandate of promoting monetary stability - the Monetary Policy Committee (MPC). The
MPC sets monetary policy' by adjusting the Overnight Policy Rate (OPR).2 The refresher box explains in more detail why
price stability isimportant and what happens when the OPR is changed.

Monetary policy is the action that BNM takes to influence interest rates in the economy.

The OPRis BNM's policy interest rate that influences, among others, banks'’ lending and financing rates, as well as deposit rates. This means that even if you
do not have loans, changes in the OPR could still affect you through changes in returns for deposits and savings, among others. Changes in the OPR affect
economic activity and overall price level changes, typically by influencing interest rates in the economy.
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Let’s refresh our memories on some key monetary policy concepts.

Why is price stability important?

« Wheniinflationis low and stable, it means that changesin the
overall level of prices are stable and predictable. This isimportant
because if prices keep changing and are hard to predict, it is
difficult for households and businesses to plan how much they
can spend, save or invest. This will then affect economic activity
and growth.

« When prices increase rapidly or significantly, it hurts our
purchasing power. High and unstable inflation affects everyone,
but it hurts lower-income households the most. Compared to
the higher-income group, a larger share of their spending is on
essential purchases like food and housing.

- Highinflation also makes it harder for businesses, which may face higher costs to produce goods and services,
or lower sales if the high prices affect consumers’ demand. This can then affect business sales and profits. When
prices keep changing, businesses also find it difficult to plan and invest for the future. For savers and retirees, high
inflation eats into their savings. Rapid increases in prices will quickly erode the purchasing power of savings.

« Conversely, having along period where overall prices are falling is not good either. This is known as deflation,
whichis bad wheniitis due to a collapse in demand. When this happens, many people lose their jobs and there
is more uncertainty and financial stress. As aresult, there would be lower investment and spending. Businesses
would have to cut prices to attract consumers, but people would not spend as their finances are uncertain and
they wait for prices to come down even more. Like high inflation, deflation is also harmful to the economy.

What happens when the MPC changes the OPR?

« When the MPC decides to raise the OPR, higher interest rates
on savings and loans will influence people to save more and
spend less. For example, when the demand for goods and
services in the economy is more than the supply available,
prices will keep rising. The higher OPR will help to slow
demand down. This brings demand more in line with supply
and prices would increase more slowly.

« Thereverse happens when the MPC decides to reduce the
OPR. Lower interest rates on loans and savings will get people
to save less and spend more. This spurs economic activity and
avoids a situation of falling price levels due to weak demand,
which will hurt the economy.

« It’'simportant to understand that the OPR s a ‘blunt tool’. Even though the MPC tries to maintain stable prices and
keep the economy growing steadily over time, its actions do not affect everyone in the same way. Monetary policy
cannot target specific parts of the economy precisely, but it is needed to set the overall interest rate conditions.

Source: Adapted from BNM'’s Monetary Policy Frequently Asked Questions (FAQs)
(https://www.bnm.gov.my/monetary-stability#mpfaq)
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The MPC is chaired by the Governor and the members comprise the
Deputy Governors and up to seven other members. The composition

of the MPC aims to ensure a broad range of technical expertise and
perspectives in monetary policy discussions, rather than representing
specific interest groups. Since 2015, individuals outside BNM have also
made up the MPC, known as external MPC members. Having external
members is highly beneficial as they bring diverse viewpoints, specialised
knowledge, and additional insights to the table when it comes to making
decisions about monetary policy. This gives a more well-rounded and
informed view on various issues that complement the expertise of the
internal MPC members.

Part ll: What goes into an OPR decision?

To understand how a decision on the OPR is made, it’s helpful to look at it in two key parts: i) the analysis - the areas the
MPC analyses and forecasts and i) the process - the step-by-step journey from gathering information to arriving at the
final policy decision.

The analysis
At the heart of it all, the standard questions the MPC has in mind for each MPC meeting are:

. . . . How should monetary
2 2
How is the economy doing? Where is the economy heading? policy respond?

Growth and inflation developments Outlook on growth and inflation Monetary policy strategy

In pursuit of maintaining low and stable prices while fostering a steadily growing economy over the long term, the MPC'’s
guiding ‘north star’ in terms of economic variables is growth and inflation. Importantly, the MPC always looks ahead
when setting monetary policy. This is because the full effects of OPR changes on economic activity and inflation do not
happen right away. According to some estimates, it can take up to two years for monetary policy to have the most effect
on the economy. ¢ This is why understanding the growth and inflation outlook (where the economy is heading) is crucial
for the MPC.

3 Forexample, the European Central Bank has said that tighter monetary policy can take almost two years to have the most effect oninflation, which is the same
case for Malaysia.
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The MPC always looks ahead when setting monetary policy. This is because the
effects of OPR changes on economic activity and inflation do not happen right away.

A key part of assessing the outlook is having a grasp of how the economy is currently performing. The MPC looks at
areas that span the latest economic, monetary, and financial market developments and outlook. They tap into a range of
information and insights, which cover in-house data and information, expertise of BNM staff, engagements with various
economic players - from households to SMEs to large corporates, and academic research. These sources are used in
tandem with data and information from Government agencies like Malaysia’s Department of Statistics, on top of analyses
and forecasts from other central banks, international institutions, and private sector economists.

Diagram 1provides a broad overview of the surveillance areas that BNM staff* look at. The economic growth
assessments start with the global economy, which matters as Malaysia is a small and open economy, affected by what
happens beyond our borders. For the domestic economy, staff would cover areas spanning consumption, investment,
and trade, among others.

Inflation, the rise in the overall price level of goods and services, is another crucial aspect to assess. Understanding

the dynamics of inflation is key as it directly influences purchasing power, and how people spend their money. For
businesses, it would determine how much it would cost to produce goods and services. In our surveillance, a broad
range of indicators are monitored. These include key price measures like the Consumer Price Index and Producer
Price Index, factors influencing demand and supply, as well as inflation expectations gauged through BNM’s Consumer
Sentiment Survey (CSS).5

Diagram 1: Broad Overview of Main Surveillance Areas and Selected Key Indicators Used
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Source: Bank Negara Malaysia

4 These staff are mainly from the departments that focus on monetary policy, economics, and investment operations and financial markets in BNM.
5 The CSS, whichcommencedin 2013, captures how households feel about economic growth, inflation, wages and borrowing costs. This isimportant to know,
because expectations may influence people’s spending decisions, which affects the economy.
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Financial market assessments also come into the picture as markets and financial institutions are important channels
through which monetary policy affects the economy. Their performance is closely linked to global economic trends and
conditions, influencing liquidity, interest rates, and credit availability, which are essential for businesses and consumers.
Staff also assess domestic financing conditions, including lending rates, the availability of credit for borrowers, and the
presence of financial imbalances.

While these developments provide insights into how the economy is doing, they also feed into the question of where
the economy is heading through forecasting exercises. These forecasts, developed by staff with the help of technical
models and judgement, project what would happen next. For example, there would be numbers for what inflation and
economic growth are estimated to be in the next few quarters or years ahead. However, projections can never always be
spot on. They are frequently updated to reflect new information, especially when there is a lot of uncertainty. Yet, while
never 100% accurate, forecasts provide a good guide for MPC members to form their views on what monetary policy
should do.

The main assessments are indeed based on data and models. sabon
abal
However, integrating on-the-ground insights is crucial &

- . Nt ’ ,' East Coast
for gaining early and better understanding of the outlook. q
These insights are sourced by BNM’s Regional Economic “
Surveillance team. They are stationed in major economic

hubs across the country, ® covering surveillance in the ‘
surrounding regions. The BNM economic liaison officers [

engage regularly with industry players and businesses,
delving into their economic and inflation outlooks, sentiments,
and business strategies. The surveillance enables the MPC
to grasp how evolving developments and domestic policies are impacting various sectors of the economy. Such reliance
on firsthand insights is a vital bridge connecting us with timely, forward-looking, and qualitative information that fills in the
gaps left by statistics alone.”

Central

K

Lastly, staff put together the relevant information to inform a monetary policy strategy. This involves assessing the
balance of risks to growth and inflation and conducting scenario analyses. Staff also highlight aspects of the monetary
policy communication strategy.

Ultimately, each of these assessment areas serves as a puzzle piece. They contribute to the formation of a
comprehensive picture of the Malaysian economic landscape, where it's headed, and how monetary policy should
respond. Depending on the circumstances, some MPC meetings might dive into specific issues or research.

After piecing together the puzzle, the MPC would come to a decision, which is made autonomously. Although the
process is far more nuanced, it boils down to the balance of risk to domestic growth and inflation.

The Monetary Policy Committee makes monetary policy decisions autonomously

Recall that the MPC is guided by its goal of stable prices and sustainable economic growth. If inflation is likely to be too
high for a long time while signs point to strong growth, the MPC would typically tighten monetary policy by increasing the
OPR. In assessing the inflation outlook, what’s crucial for the MPC are its drivers — whether the forecasted higher inflation
stems from higher consumer demand or because the cost of making goods has gone up. Understanding the root cause
is key because monetary policy is most effective in tackling demand-driven inflation.® Meanwhile, looser monetary policy
(i.e. lower policy rates) would be essential in a situation of weak growth and low inflation. This would help spur growth and
ward off deflation (which is also not desired). There are also risks of keeping the OPR too low for too long. Doing so when

¢ Namely Johor Bahru, Kuala Terengganu, Pulau Pinang, Kota Kinabalu, and Kuching.

7 Formore details, see the box article from the 2013 Annual Report titled ‘Broadening Economic Surveillance through Bank Negara Malaysia’'s Regional Offices’
(https://www.bnm.gov.my/documents/20124/830154/cp01_002_box.pdf).

& There are times when higher costs set off aripple effect, leading to a series of other price increases across the economy (including instances where workers
demand higher wages). In this case, monetary policy would be effective in addressing the higher inflation.
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the economy is healthy can lead to higher inflation. It can encourage excessive borrowing by individuals and businesses,
potentially causing financial imbalances.

The OPR adjustments following the economic recovery in 2022 offer a real-life example of the MPC’s
considerations. During the COVID-19 crisis in 2020, the MPC cut the OPR from 3.00% to a historic low of 1.75% to help
the economy stay afloat. By 2022, more material signs of recovery had appeared as the lockdown was lifted. It became
clear to the MPC that the economy was on a firmer footing.

The MPC judged that it was the right time to remove the large monetary policy support provided during the COVID-19
crisis. The MPC gradually raised the OPR to reach 3.00%, a move which would also curb risks of financial imbalances
from prolonged low rates. Amid the environment of high costs, the MPC also started seeing early signs of inflation
caused by rising demand. Thus, the MPC viewed that the OPR hikes were also needed to prevent price pressures from
building up and hurting households and businesses.

There are times when making monetary policy decisions is often far from black and white. The economy might face
periods of low growth and high inflation, posing a dilemma where reducing the OPR could lift growth but also risk fueling
inflation further. In such cases, the MPC has to navigate the delicate balance between stimulating growth and controlling
inflation.® In addition, coordination with fiscal policy is crucial. Both monetary and fiscal policies should complement each
other to ensure a more effective and coordinated approach to achieving a healthy economy.®

The process

Now that we've explored the content of MPC assessments, let’s now see how it all comes together. The MPC meets
at least six times a year to discuss and decide on monetary policy. These sessions are scheduled and announced in
advance, with the dates for the next year’s meetings disclosed to the public at the end of each year.

Diagram 2: Bank Negara Malaysia’s MPC Decision-Making Process

Step 1 - Putting together the analysis:
v—= Each MPC cycle starts about six weeks before the MPC meeting. The first stage is putting together the analysis and research that
v-@ was mentioned earlier. A series of discussions takes place across departments to ensure robust assessments and consistency in
content. Once refined, the assessments are presented at the Monetary Policy Working Group (MPWG) meeting.

. Step 2 - The MPWG meeting:

Since 2002, the MPWG has been aninternal forum where staff assessments on the latest economic, monetary, and financial
market developments, policy issues, and research findings are discussed before the presentations to the MPC. The MPWG
ensures that the perspectives of all relevant divisions within BNM are considered. Chaired by the Assistant Governor overseeing
the economics sector, the MPWG comprises the directors of the departments that focus on monetary policy, economics,
investment operations & financial markets, financial surveillance, and foreign exchange administration.

During the presentation, members of the MPWG discuss the economy's likely trajectory, key risks, and uncertainties in the outlook.
They offer feedback on the forecast, sometimes requesting staff to consider other assumptions or alternate scenarios. These
discussions lay the groundwork for what later becomes the baseline forecast for the MPC.

Step 3 - After the MPWG meeting:

Following the MPWG meeting, staff refine their analysis based on the feedback received. They also update their assessments
with the latest data before the MPC meeting to ensure that it's as current and comprehensive as possible. Once the assessments
have been finalised, the next step is the briefing to the MPC members.

' Step 4 - The MPC meeting:
The MPC meeting commences with the first full-day session comprising detailed presentations on the economy, key projections,
and the monetary policy strategy. These include the areas discussedin Part Il, such as the developments in financial markets and
financing conditions, the global and domestic economic prospects, and the inflation outlook. During the second session, MPC
members reconvene to deliberate on the monetary policy decision, where each member shares their views and stance. Only on
this day is the decision deliberated and made. The decisions of BNM’s MPC are made collectively through discussion and
consensus. When no consensus can be achieved, the decision would be based on a majority vote."

g Step 5 - Communicating the decision:
e' “\\ﬂ Once the monetary policy decision is made, the next crucial step is to announce it to the public. This is done mainly through the
N E. Monetary Policy Statement. Other platforms are also used to connect with the public. We'll talk more about these channels in the
next section.

Source: Bank Negara Malaysia

¢ Moreover, there could be times when a monetary policy decision impacts BNM’s other mandates, like financial stability, which could pose another tradeoff.
For more details about such tradeoff, see the box article from the 2014 Annual Report titled ‘Financial Imbalances and Policy Responses in Malaysia’
(https://www.bnm.gov.my/documents/20124/829724/cp03_001_box.pdf).

© Tolearn more about this topic, see the box article in the 2023 Economic and Monetary Review titled ‘Navigating Economic Cycles: Interactions Between
Monetary and Fiscal Policy’.

™ Formore details, see the box article from the 2015 Annual Report titled ‘Evolution of the Monetary Policy Committee of Bank Negara Malaysia: Key Milestones
over the Years' (https://www.bnm.gov.my/documents/20124/829207/cp03_001_box.pdf).
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Part lll: How does the MPC communicate its monetary policy decisions to its stakeholders?

Now that we have unpacked the different assessment areas that the MPC looks at, let’s shift to what happens after an
OPR decision has been made. The crucial next step is communicating this decision to the public. Such communicationis
key because it will also shape how households, businesses, and investors view the future of the economy, which affects
their spending and investment choices. When people have a better sense of the economy and monetary policy, they can
make more informed financial choices. This helps achieve the outcomes the MPC aims for.

The MPC communicates its decisions primarily through the Monetary Policy Statement (MPS, Diagram 3). The MPS is a
press release from the MPC, informing the stakeholders of the monetary policy decision taken by the MPC and why. This
statement sets out the MPC’s assessments of how the economy is doing, both globally and domestically, and provides
insights into their expectations for Malaysia’s future inflation and economic growth. The MPS is released on BNM’s
website following an MPC meeting.

Diagram 3: Breaking Down the MPS

Monetary Policy Statement
Embargo : Not for publication or broadcast before 1500 on Thursday, 6 July 2023

At its meeting today, the Monetary Policy Committee (MPC) of Bank Negara Malaysia decided to P
maintain the Overnight Policy Rate (OPR) at 3.00 percent. » The decision

The global economy continues to expand, driven by resilient domestic demand supported by strong
labour market conditions. Global growth, however, remains weighed down by persistent core

What’s inflation and higher interest rates. While China’s reopening remains supportive of the global
happening economy, its pace of recovery has slowed in recent months. Globally, headline inflation continued to
- moderate, but core inflation remains above historical averages. For most central banks, the
gIOba"y along monetary policy stanceis likely to remain tight. The growth outlook remains subject to downside
with the outlook risks, mainly from a slower momentum in major economies, higher-than-anticipated inflation
outturns, an escalation of geopolitical tensions, and a sharp tightening in financial market
conditions.

Following a strong outturnin the first quarter of the year, the Malaysian economy expanded at a more

moderate pace in recent months as exports were weighed down by slower external demand, as

expected. Growth for the remainder of the year will continue to be driven by resilient domestic What’s
demand. Household spending continues to be underpinned by favourable labour market conditions, happening in
particularly in the domestic-oriented sectors. Tourist arrivals have been steadily improving, and are .
expected to continue rising, thereby lifting tourism-related activities. Investment activity would be - the domestic

supported by continued progress of multi-year infrastructure projects. Domestic financial conditions economy
also remain conducive to financial intermediation amid sustained credit growth. While the growth :
(T TS : along with the
outlook is subject to some downside risks stemming from weaker-than-expected global growth,
upside risks mainly emanate from domestic factors such as stronger-than-expected tourism activity outlook

and fasterimplementation of projects.

Headline inflation has continued to ease amid lower cost factors. While core inflation has also
Inflation moderated, it remains elevated relative to the long-term average amid lingering demand and cost
- factors. For the second half of 2023, both headline and core inflation are projected to trend lower,
deveIOpmentS broadly within expectations. Risks to the inflation outlook remain highly subject to the degree of
and outlook persistence in core inflation, changes to domestic policy on subsidies and price controls, as well as

global commodity prices and financial market developments. ;
The rationale

behind the
At the current OPR level, the monetary policy stance is slightly accommodative and remains decision. and
supportive of the economy. The MPC continues to see limited risks of future financial imbalances. o L
The MPC remains vigilant to ongoing developments, and will continue to monitor incoming data to indications on
inform the assessment on the outlook of domestic inflation and growth. The MPC will ensure that the the monetary
monetary policy stance remains conducive to sustainable economic growth amid price stability. A

policy outlook

(if any)

Seealso:
1. Monetary Policy Statement (MPS) Snapshot: July 2023
2.Frequently Asked Questions

Bank Negara Malaysia
6 July 2023

Source: Bank Negara Malaysia
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Beyond the MPS, the information on monetary policy is conveyed to a wider universe of audiences through various

other channels. These include press conferences, typically held after key report releases such as the Quarterly Bulletin
and the Annual Report. In these sessions, BNM fields questions on monetary policy to provide clarity and further
explanations. BNM also engages with analysts, media, and Government officials as part of the communication approach.
For instance, briefings with analysts, industry practitioners and academics are held after most MPC meetings. These
interactions offer deeper insights into the nuances of monetary policy decisions and the economic outlook. They help
cultivate an open dialogue, fostering trust and transparency between the MPC and its stakeholders.

Given that monetary policy affects everyone, the MPC is committed to making its decisions easier to understand. To
achieve this, several steps have been taken. One example is the Monetary Policy Statement Snapshot (MPSS), released
alongside the MPS. It breaks down the key factors behind the monetary policy decisions into concise points. The
Monetary Stability page on the BNM website'? also explains monetary policy in simple terms, covering the factors behind
monetary policy decisions and frequently asked questions on relevant topics. Through the transparency of its monetary
policy decisions, the MPC is thus accountable to the public for its decisions and the outcomes.

Conclusion

As afinal word, through careful analysis and deliberations, the MPC ensures that its policies are focused on delivering
the mandate of maintaining price stability while giving due regard to economic developments. At the end of the day, the
MPC remains steadfast inits role as guardian of the nation’s economic well-being.

2 https://www.bnm.gov.my/monetary-stability
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