Risk Developments and

Assessment of Financial Stability

CREDIT RISK

Household Debt Continued to
Expand, but Credit Risks Remain
Largely Contained

Household debt' expanded at a faster? pace in the
second half of 2019, primarily driven by loans for the
purchase of residential properties (Chart 1.1). Demand
for residential property loans during the period

was bolstered by the Home Ownership Campaign
launched by the Government. Personal financing and
credit card loans also recorded higher growth. This
was largely attributed to lending by development
financial institutions to civil servants.

The ratio of overall household debt-to-gross
domestic product (GDP) correspondingly edged
higher to 82.7% as at end-2019 amid slower GDP
growth, and remained elevated relative to regional
peers (Chart 1.2). Overall debt-servicing capacity of
households, however, continues to be supported
by income growth and adequate financial buffers.
At the aggregate level, both outstanding household
financial assets and liquid financial assets remained
broadly stable at 2.2 times and 1.4 times of debt,
respectively. Household financial assets also
continued to outpace the growth in debt for the
third consecutive year (Chart 1.3).

In more recent years, investments by households
in unit trust funds (UTFs), including variable price
funds have picked up strongly, in contrast to

the slower growth in household deposits. This

' Extended by banks, development financial institutions and major
non-bank financial institutions.

2 The increase was partly due to higher housing loans reported by
Lembaga Pembiayaan Perumahan Sektor Awam (LPPSA). Beginning
January 2019, LPPSA moved from cash accounting to accrual
accounting in line with the change in the Government'’s accounting
practice for fiscal accounts. This led to a one-off upward revision in
the value of LPPSA housing loans reported in 2019.

Chart 1.1: Household Sector - Annual Growth
of Debt

Household debt growth was higher
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Chart 1.2: Household Sector - Key Ratios
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Chart 1.3: Household Sector - Annual Growth of
Financial Assets

Growth of financial assets continued to outpace that
of debt
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Source: Bank Negara Malaysia, Bursa Malaysia, Employees Provident
Fund and Securities Commission Malaysia

reflects a search for higher yields. Weaker-than-
expected returns on such investments could affect
debt-servicing ability, particularly for leveraged
investments. This risk is presently contained as
over three-quarters of investments in UTFs and
equities are owned by households earning more
than RM5,000 per month who are likely to have
larger financial buffers and are thus less vulnerable

Chart 1.4: Household Sector — Share of Newly-
Approved Loans by DSR

Rising share of newly-approved loans to borrowers
with DSR exceeding 60%

% of newly-approved loans

Il DSR<60% DSR > 60%

Source: Bank Negara Malaysia
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to financial stress (for a more detailed analysis, refer
to the Information Box on ‘Impact of Equity Market
Performance on Households' Resilience’).

Risks from easing underwriting
standards and rising impairments
remain limited but warrant close
vigilance

The median debt service ratio?® (DSR) for outstanding
and newly-approved loans remained within prudent
levels at 37% and 43%, respectively. As noted in

the last Financial Stability Review, some signs of
easing in underwriting standards have emerged, as
evidenced by the higher share of newly-approved
loans to borrowers with DSR exceeding 60% (Chart
1.4) in the past few years. Close to two-thirds of these
loans were extended to borrowers earning more than
RM5,000 per month and about half were credit card
and personal financing facilities. As such borrowers
have larger residual income and greater flexibility

to adjust discretionary expenditures under adverse
circumstances, the risk of defaulting on their loan
repayments is likely to remain low. This is borne out
by the consistent increase in recent years in the share
of borrowers who settle their credit card balances in
full every month. The Bank remains vigilant over signs
of a broader easing of lending standards by financial
institutions, particularly for facilities extended to
more vulnerable households. Such signs remain
limited at present and have been more prevalent
among selected development financial institutions
with specific mandates. Their share of household
lending remains small.

Overall household impairments continued to be
driven by residential property loans, which have
increased markedly in recent quarters albeit from a
low base (Chart 1.5). Borrowers with variable income
account for the bulk of the recent increase in housing
loan impairments,* reflecting the lower certainty

of income experienced by these borrowers. Risks

to financial stability, however, remain contained as
exposures-at-risk® associated with these borrowers
account for only 2% of total banking system loans.

3 The ratio of total monthly bank and non-bank debt obligations to
monthly disposable income (net of statutory deductions).

* Bulk of these loans are for the purchase of properties priced above
RM500,000 in Klang Valley and Johor.

5 Taking into account the potential loss given default (LGD) for these
borrowers.



Chart 1.5: Household Sector - Annual Growth of
Impaired Loans
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Aggregate impairment and delinquency ratios also
remained low and stable at 1.2% and 1.1% of total
outstanding household debt, respectively (June 2019:
both ratios stood at 1.2%). Household asset quality is
further supported by the lower average loan-to-value
ratio (LTV) of outstanding housing loans from the
banking system, which declined to 57% in 2019 (2018:
59%). The share of higher (>80%) LTV loans from the
banking system has however increased since 2017 to
32% of total housing loans, suggesting that newer
loans are being extended at higher LTVs. While the
share remains well below the peak levels (above 50%)
observed in earlier periods, continued vigilance over
lending standards will be important to avert a build-
up of risks.

With at least two-thirds of household financial
assets and liquid financial assets held by individuals
earning more than RM5,000 per month, concerns
remain that lower-income households may face
difficulty servicing their loans. The adoption of
responsible lending standards by banks and non-
banks has reduced risks of these households falling
into financial hardship, as evident from the share of
borrowings by the vulnerable segment (borrowers
with monthly earnings of less than RM3,000) which
continued to decline in 2019 (Chart 1.6). Risks among
these borrowers nevertheless remain elevated.
Their leverage® levels remain high at about 9 times
in the second half of 2019, mainly due to borrowings
for the purchase of homes. Their low financial
buffers also mean that they would have greater
difficulty maintaining debt repayments in times of
stress (Chart 1.7). Borrowers in this group continued

6 Measured as a ratio of outstanding debt to annual income.

to account for almost half of the enrolments into the
Credit Counselling and Debt Management Agency’s
(Agensi Kaunseling dan Pengurusan Kredit, AKPK)
Debt Management Programme. Low income, coupled
with poor financial planning, continued to be the main
causes of financial difficulty faced by these borrowers,
as they tend to overestimate their ability to cope with
higher costs of living and debt obligations. The Bank
expects risk levels in this borrower segment to recede
with greater support made available for individuals

to obtain financial advice and education, including
through AKPK’s Rumahku Portal’ and Khidmat Nasihat
Pembiayaan (MyKNP).2

Debt-at-risk from the household
sector remains low at 5.2% and well
within banks’ excess capital buffers

Debt-at-risk® (DAR) from the household sector
remains low at around 5.2% of total household
debt. Based on a sensitivity analysis that
simulates the impact of severe stress scenarios™
on borrowers’ debt repayment capacity, potential
losses to the banking system are estimated to

be between 42.6% to 67.5% of banks’ excess
capital buffers” (also refer to the Information
Box ‘Can Malaysian Households Survive a House
Price Shock?’).

The elevated level of household indebtedness,
however remains a source of potential risk to
macroeconomic and subsequently, financial stability.
The income and balance sheets of households are

also likely to be affected by the COVID-19 pandemic.
Measures introduced by the Government and the Bank
in response to the pandemic are expected to support
households and provide them with temporary financial
relief. Going forward, ensuring that further debt
accumulation is undertaken prudently, particularly by
those in the vulnerable segment, will remain important
to secure the financial resilience of households over
the longer term.

7 The Rumahku Portal is an online education tool designed to help
potential home-buyers make prudent and informed financial
decisions.

8 MyKNP is a collaborative effort by the Bank, Credit Guarantee
Corporation and AKPK to provide advice to financing applicants
on their eligibility for financing and how they can improve their
eligibility.

° The proportion of debt of borrowers with negative financial margin

to total household debt, after taking into account the potential

losses given default.

Income, cost of living and borrowing cost shocks.

Above the regulatory minimum of 8%.

= 3
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Chart 1.6: Household Sector - Debt by Monthly Chart 1.7: Household Sector - Financial

Income Group Assets-to-Debt Ratio by Type and Income Group
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Impact of Equity Market Performance on Households' Resilience

Since reaching an all-time high in 2018, the domestic equity market has continued to face downward pressure
amid challenging global and domestic conditions. With investments in equities and variable price unit trust
funds (UTFs) accounting for about 29% of households’ liquid financial assets (LFA) (Chart 1.8), this Information
Box provides some insights on the impact of a sharp downturn in the equity market on the financial buffers

of households. By income group, households earning more than RM10,000 per month hold close to half of
household investments in equities and variable price UTFs. These assets also contribute to a higher proportion
of their LFA as compared to other income groups, potentially making them more susceptible to vagaries in the
performance of the equity market.

Chart 1.8: Composition of Liquid Financial Assets by
Components and Income Group

Larger holdings of equities and variable price unit
trust funds among higher-income group
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Source: Bank Negara Malaysia, Bursa Malaysia and Securities
Commission Malaysia
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Scenario Simulation
Two stress scenarios were simulated to assess households’ resilience™ to an equity market shock (Table 1.1).

Table 11
Equity Market Shock - Stress Scenarios and Rationale
Shoclf Parameters Rationale
Scenario
s1 45% decline in value of equity and variable price Based on the 45% drop in FTSE Bursa Malaysia KLCI (FBM KLCI)
UTF holdings in 2008
s2 77% decll'ne in value of equity and variable price Based on the 77% drop in FBM KLCI in 1997
UTF holdings

Source: Bank Negara Malaysia and Bursa Malaysia

Consistent with their higher exposures, households earning more than RM5,000 per month are more sensitive to
an equity market correction as reflected in the larger decline in their LFA cover® relative to other income groups
(Chart 1.9). Nonetheless, these borrowers who account for 62.3% of household debt are expected to be able to
continue servicing their debt with sufficient LFA over debt above the prudent threshold (more than 1time) under
both scenarios. Under S2, the LFA cover of borrowers earning between RM3,000 to RM5,000 per month fell to just
above the prudent threshold. For the vulnerable group (i.e. those earning less than RM3,000 per month), the LFA
cover declined marginally from a level already below the prudent threshold.

Chart 1.9: Pre- and Post-shock Scenarios — LFA Cover by Income Group

While higher-income groups are more sensitive to equity market volatility, their asset cover remained above
the prudent threshold
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Source: Bank Negara Malaysia, Bursa Malaysia and Securities Commission Malaysia

Although weakness in the equity market will reduce the LFA cover of households, the overall impact on
household resilience is manageable. Results of this simulation show that most households would still maintain
an LFA cover above the prudent threshold even after a severe correction in the equity market. This reflects the
composition of households’' LFA, more than 60% of which are held in bank deposits and investments in Amanah
Saham Nasional Berhad'’s fixed-priced UTFs, which are not affected by movements in the equity market.

2 This simulation, however, does not consider second round effects, in particular the impact of volatility in the equity market to financial
institutions where households save at or invest in.
3 Ratio of liquid financial assets to total debt (times).
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Can Malaysian Households Survive a House Price Shock?

A steep house price decline can potentially weaken household resilience, in turn leading to stress in the
banking system.™ Building upon the financial margin framework™ featured in previous sensitivity analyses, the
Bank has extended the analyses to test the resilience of households and banks in the face of a hypothetical
housing market correction (Diagram 1.1). This study simulates an extreme decline in house prices, coupled with a
simultaneous decline in household income that tends to accompany a severe correction in the housing market.

Who Defaults?

In establishing which borrowers default, this study focuses on two key factors that influence debt repayment
behaviour following a house price decline: (i) ability to repay; and (ii) willingness to repay.

Diagram 1.1: Sensitivity Analysis Framework

Propagation of House Price and Income Shocks in the Financial Margin' Framework

Fmanc_'al Personal Monthly Expenditure Surplus FM
margin disposable debt on basic in previous
(Fm) income obligation necessities? month

Negative equit
8 uity Negative FM
- FM<0
Outstanding

< housing
loan

Borrowers-at-Risk
(BAR)

Debt-at-Risk3

Potential losses to
financial institutions

" Residual monthly disposable income and surplus FM in previous month, after deducting debt repayments and expenditure on basic necessities

2 For this study, basic necessities are defined as: (i) food and non-alcoholic beverages; (ii) housing rental and maintenance; (iii) water, electricity,
gas and other fuels; (iv) transportation; (v) education; (vi) healthcare; and (vii) communication services

3The proportion of debt of borrowers-at-risk to total household debt after taking into account the potential loss given default

Source: Bank Negara Malaysia

" The experience in the United States during the 2008 Global Financial Crisis offers one example.
5 Refer to the Financial Stability Review 1H 2019 Information Box ‘An Enhanced Financial Margin Framework for the Household Sector’,
page 14-15.
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(i) Ability to repay

Households' debt repayment capacity is assessed using the financial margin framework - whether a household
has additional financial buffers after paying off monthly debt obligations and spending on basic needs. Income
shocks are propagated via this channel by directly reducing the household’s financial margin and hence pushing
more households into a position of negative financial margin.

(i) Willingness to repay

The potential for a household to default on a housing loan is also likely to be higher if the household is in a negative
equity'® position where it is no longer worthwhile to service the monthly instalments of a loan for a property that

is worth less than the total outstanding loan amount. House price shocks propagate via this channel by pushing
households into negative equity, making them less willing to repay their loans.

On its own, each factor may not be able to sufficiently predict whether a household will default. The ‘Double Trigger

Hypothesis™ (Diagram 1.2) states that households are
more likely to default when both conditions - inability
to repay and negative equity — are met. Otherwise, loan
defaults may not occur as (a) households with negative
financial margin may compensate by drawing down
other assets (e.g. EPF Account 2 holdings) or seeking
support from family and friends to continue making
loan repayments; while (b) households with a negative
equity position would still have a strong incentive to
continue payments, as defaulting may tarnish their
credit history making it difficult to access future credit.
Defaulting is also unfavourable for owner-occupiers,
who account for the majority (82%) of Malaysian
housing loan borrowers, as this would result in the
borrowers losing their homes. However, households
with negative financial margin and negative equity are
in a particularly perilous position as they lack both the
incentive and means to repay their loan.

Scenarios and Stress Parameters

Diagram 1.2: Double Trigger Hypothesis

Baseline Scenario
Negative Negative
Financial Margin Equity
Unable to Pay Unwilling to Pay
8.2% 0.5%

Borrowers-at-Risk
Unable and Unwilling to Pay

Note: Figures are as a share of total number of household borrowers

Source: Bank Negara Malaysia

This simulation covered all housing loan borrowers with three stress scenarios applied (Table 1.2). A baseline
estimation is first performed based on the steps laid out in Diagram 1.1:

1. Identify which borrowers are in both negative equity and negative financial margin (i.e. borrowers-at-risk).
2. Borrowers-at-risk are assumed to cross-default on all loans held.

3. Translate the defaults from borrowers-at-risk into potential losses to banks.

Then, shocks are applied to all housing loan borrowers based on the three scenarios and the above steps are
repeated. Besides pushing borrowers into a position of negative equity, house price shocks have the additional
effect of reducing the collateral that banks can salvage from the housing loans (i.e. increasing loss given

default), thereby increasing banks’ potential losses.

6 Qutstanding housing loan held by a borrower is greater than the market value of the corresponding house.
7 Bhutta et al (2010). ‘The Depth of Negative Equity and Mortgage Default Decisions’.
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Table 1.2

House Price Shock — Stress Scenarios and Rationale

Shocks Scenario Parameters Historical Comparison

Double the greatest historical decline in house prices of 9.4%
during the Asian Financial Crisis (AFC) in 1998

S1 420%
House price shock

S2 150% Reversal of more than 9-years cumulative house price growth

House price shock 120% Similar to above

Combination S3

Income shock L10% Larger than the decline in aggregate household disposable
‘0

income of 8.7% during the AFC

Source: Bank Negara Malaysia

Results

Overall, the impact of house price shocks is contained (Diagram 1.3). Borrowers-at-risk would increase to 2.0%
and 3.4% of the total number of borrowers under S1and S2, respectively (baseline: 0.1%). Correspondingly,
losses to the banking system including potential cross-defaults on other loans would amount to 13% and 36% of
banks’ excess capital buffers, respectively (baseline: 0.3%).

In S3,' the simultaneous 10% decline in income coupled with a 20% house price decline would result in the share
of borrowers-at-risk increasing to 3.4% of total borrowers, with losses equivalent to 24% of banks’ excess capital

Diagram 1.3: Results of Sensitivity Analysis on Potential Losses to the Banking System

£

Scenarios
Baseline House prices House prices House prices (£20%)
' (420%) (¥50%) Income (310%)
: n ]
' [] []
Borrowers-at-Risk . ! !
Share of borrowers with both
negative financial margin 0.1% 2.0% 3.4% 3.4%
and negative equity to .
total borrowers ' . .
. n n
. n n
. n n
. n n
. . n n
Debt-at-Risk ' . .
Share of debt held by 0.1% 21% 5.4% 3.8%
borrowers-at-risk to total ] .

household debt

0.3% 13% 36% 24%

. (RM0.5 billion) (RM21.8 (RM58 (RM38.6

Potentla'l losses to the billion) billion) billion)
banking system

As a share of banks’ excess
capital buffers

Source: Bank Negara Malaysia and Department of Statistics, Malaysia

8 S3 mimics the Asian Financial Crisis, albeit with greater severity.

FINANCIAL STABILITY REVIEW - SECOND HALF 2019




Risk Developments and Assessment of Financial Stability

buffers. These borrowers tend to be highly indebted with a debt service ratio of close to 80% and are mainly from
the middle-income group living in Kuala Lumpur, Selangor, Johor or Penang. In addition, they tend to borrow for
the purchase of houses that on average, are priced at about 33% higher than houses purchased by borrowers who
are not at risk. Borrowers with more than one housing loan are also seen to be at higher risk (Diagram 1.4).

The results affirm the ability of banks and most households to withstand even severe house price and income
shocks. These results can be attributed to generally prudent loan affordability standards applied by banks
when extending loans to households, and the strong levels of capitalisation maintained by Malaysian banks.
Borrowers also have ample buffers before falling into negative equity given that the average outstanding LTV
ratio is 57%. Together with the series of macroprudential measures implemented over the recent decade to rein
in excessive credit risk, these conditions remain important to avert a potential build-up of financial risks.

Diagram 1.4: Profile of Borrowers-at-Risk for Scenario 3

Income is
%
(o]
lower compared to
non-BAR

39%

more likely to buy
a house priced
above RM300,000

65%

live in Johor,
Penang, Selangor,
or Kuala Lumpur

Profile of
Borrowers-at-
Risk (BAR) in S3

80%

Median Debt
Service Ratio

Own houses
that are

73%

more likely to own

multiple houses
compared to

non-BAR

33%

more expensive
compared to
non-BAR

Source: Bank Negara Malaysia

Housing Market Activity Improved Chart 1.10: Property Market — Housing Transactions

while Vulnerabilities Remain
in Certain Segments of the
Commercial Property Market

Sustained property market activity, with continued
demand for affordable properties

Annual change (%)

Malaysian house prices™ continued to grow
moderately in 3Q 2019, on the back of steady demand
for affordable® high-rise properties. Housing market
activity remained strong after a better outturn in

the first half of 2019 (Chart 1.10) as a result of various
initiatives introduced during the year by both the
Government and private sector to support home
ownership, including stamp duty exemptions as well
as developers’ discounts and rebates. For the year as
a whole, housing market transactions are expected to
register a stronger positive growth in volume terms.

Value

Volume

B 10-s02018 average [l 10-202019 average [l 3Q2019

» As measured by the Malaysian House Price Index (MHPI). Source: National Property Information Centre (NAPIC)

20 Houses priced below RM300,000.
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The pick-up in primary market transactions (quarterly
average: +10.8%) in 2019 has helped to improve the
clearance of unsold? properties from an all-time high
recorded in the first quarter of 2019 (3Q 2019: 162,252
units; 1Q 2019: 177,200 (peak)). At the same time,
average transacted house prices has trended lower,
consistent with higher activity in the affordable
housing segment. This in turn should continue to
improve housing affordability.

Relative to income, however, Malaysian house prices
remain seriously unaffordable,?? due to a pronounced
and prolonged mismatch between demand and
supply of residential property. Nevertheless, risks of
a sharp correction in house prices will continue to be
mitigated by firm demand for housing, particularly
for properties priced below RM500,000. For the first
nine months of 2019, these properties accounted

for 83% of total transactions. Additionally, income
growth, the formation of new households, as well

as the various initiatives to reduce the cost of home
ownership, have lent support to housing demand

in 2019. Financing conditions for the purchase of
residential properties remained supportive, with
financing growth sustained above 7% throughout
2019. Of this, the growth in bank lending to
households for housing (+7.8%) was double the
overall loan growth rate for the year.

Demand for affordable housing units continued to
outstrip supply by a wide margin, indicating room
for further adjustments in prices, particularly

for new housing stock. Supply rebalancing, on

the other hand, has been underwhelming. The
average volume of newly-launched residential
properties priced below RM300,000 has declined
in recent quarters (quarterly average for 1Q-3Q
2019: 6,518 units; 1Q-3Q 2018: 9,777 units), despite
strong demand from households. Latest data also
indicates a declining share of new launches in this
property segment (1Q-3Q 2019: 35%; 1Q-3Q 2018:
37%), reversing earlier trends. If this trend persists,
future risks of price adjustments could increase
again due to affordability constraints.

In the office space and shopping complex (0SSC)
segment, oversupply conditions have not improved.

N

Refers to unsold properties that have been completed (overhang)
and unsold properties currently under construction. These
properties encompass all residential properties as well as serviced
apartments and small office home office (SOHO).

Based on the Median Multiple approach. Refer to BNM Annual
Report 2016, Box Article on ‘Demystifying the Affordable Housing
Issue in Malaysia’.

N
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As at 3Q 2019, the incoming supply of office space
in Klang Valley remained sizeable at 36.2 million
square feet, equivalent to about 30% of existing
supply. It is estimated that 5.5 million square feet
of office space will be completed each year until
2021, far exceeding the average annual demand of
2.3 million square feet per annum over the past
three years. The number of completed and planned
shopping complexes in key states? also increased
further to 373 units as at 3Q 2019 (from 372 units
as at 1Q 2019). This is having a more noticeable
effect on vacancy and rental rates for office and
retail spaces in the Klang Valley with conditions
weakening further for non-prime properties®
(Charts 1.11 and 1.12). Competition for tenants has
led to the offering of generous incentives such

as longer rent holidays and additional parking
bays, which has lowered effective rental rates.
The growth of e-commerce and changing customer
preferences have also seen more retailers reducing
their physical footprint.

Developments in the property market are
important from a financial stability perspective
given that banks’ total exposures to the property
sector account for 33% and 51% of total banking
system assets and loans, respectively, above the

Chart 1.11: Property Market — Vacancy Rates for Office
and Retail Space in the Klang Valley

Vacancy rates of 0SSC in the Klang Valley remain
elevated

Vacancy Rate (%)

Office Space Retail Space
34.2 34.1
25.325.1 4.2 25.0
Regional 11.59¢.7 Regional
citigelsz 72 . cities: 8.6
Prime Non-prime Prime Non-prime

102019 [ 302019

Notes:

i. Retail space refers to shopping complexes

ii. Regional cities for prime office space refer to Bangkok, Beijing, Hong
Kong SAR, Manila, Seoul, Shanghai and Singapore

iii.Regional cities for prime retail space refer to Bangkok, Hanoi, Ho Chi
Minh City, Jakarta, New Delhi, Shanghai and Singapore

Source:Colliers, Cushman and Wakefield, Jones Lang LaSalle, Jones
Lang Wootton, Knight Frank, Savills and Bank Negara Malaysia
estimates

2 Kuala Lumpur, Selangor, Johor and Penang.

2 Office and retail centres are classified as ‘prime’ or ‘non-prime’
based on multiple criteria, including location, accessibility, design
and features of the building (Source: Jones Lang Wootton).
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Chart 1.12: Property Market - Rental Rates for Prime
Office and Retail Space in the Klang Valley

Chart 1.14: Property Market - Financial Institutions'
Exposures to the Property Market

Rental rates facing downward pressures
Annual Change of Rental Rate (%)
Prime Office Space Prime Retail Space

5.5

5.2

4.9

-1.3

M 20142018 average [ 2013 [ 302019

Note: Rental rates for retail space are estimated based on major
shopping complexes in Kuala Lumpur

Source: Knight Frank and Savills Malaysia

Chart 1.13: Property Market — Share of Property
Exposures to Total Loans and Assets of the
Banking System

Banks' exposures to the property sector remain
sizeable, above the long-term average

% share

50.9 51.0

Total loans

B pec‘19

Total assets

B jun19

Source: Bank Negara Malaysia

Il 2010-2018 average

long-term average of 28% and 45%, respectively
(Chart 1.13). Loans for the purchase of residential
properties, account for about two-thirds of banks’
total exposures (Chart 1.14), and remained the
prime driver of growth in property exposures. As
discussed in the assessment on households, while
risks from bank exposures to housing loans have
increased slightly, they remain low.

In the non-residential property segment, banks’
exposures to OSSC account for less than 4% of
banking system loans. New loans in the non-
residential property segment have also continued
to shift away from the higher risk 0SSC segment
to loans for the purchase of shoplots, industrial
buildings and factories.

End-financing continued to account for most of
financial institutions’ property exposures

RM13.0 billion

RM15.7 billion

RM925.7 billion

Insurers and
takaful operators

Banks Development

financial institutions

B End-financing for residential properties

End-financing for non-residential properties
B Wworking capital for construction and development of properties
B Bridging financing for construction and development of properties

B corporate bonds/sukuk issued by property developers, held by
financial institutions

B investment in properties

Source: Bank Negara Malaysia

Financial stability risks from the
property sector remain largely
mitigated

This in turn has sustained the quality of bank
lending to the property sector, with low and stable
impairment ratios recorded across all segments
(Chart 1.15). Debt-at-risk? for the property sector
remained at a manageable level of 5.5%, with banks’
excess capital buffers sufficient to cover three
times the estimated potential losses. More than
half (56%) of these potential losses stem from loans
extended to small and medium enterprises (SMEs)
and small corporates for the construction and
purchase of non-residential properties. Given their
lower financial buffers, these borrowers are more
likely to be affected by the soft property market
conditions and slower retail and trade activity in
recent periods.

% The proportion of debt held by risky borrowers to total property
exposures, after taking into account the collateral value.
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Chart 1.15: Property Market - Loan Impairment Ratios
for End-Financing by Segment

Impairment ratios of loans to the property sector
remained low

%

21 20

Non-residential 0SSC
property

Residential
property

Il jun19 [l Dec'19

Source: Bank Negara Malaysia

Several Business Sectors

Exhibit Higher Credit Risk amid
Challenging Conditions, but
Risks to the Financial System are
Contained

The operating environment for businesses turned
more challenging. For the first time since 2015,
non-financial corporate (NFC) debt receded below
100% of GDP, as the level of outstanding NFC
debt remained almost flat (+0.8%; 1H 2019: +3.6%)
compared to the corresponding period in 2018
(Chart 1.16).

The external debt of NFCs declined by 4.4% (1H
2019: +2.9%) after five quarters of positive growth.
This was primarily driven by the redemption of
maturing bonds and the settlement of intercompany
loans by several oil and gas firms. Despite external
headwinds, foreign exchange and repayment risks
from NFC external debt are expected to be largely
contained. Almost half of the debt is in the form of
intercompany loans with flexible or concessionary
terms, and trade credit facilities which are backed
by export receivables. Additionally, 81.5% of the
remaining external exposures? are medium- to
long-term borrowings and hedged against currency
exposures, further mitigating repayment, rollover
and currency risks.

NFCs' domestic borrowings were also lower in the
second half of 2019 in line with cautious business
sentiments. Business loans grew at a more moderate

2% These instruments include offshore loans, offshore bonds and
notes, and non-resident holdings of domestic debt securities.
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Chart 1.16: Business Sector - Non-financial Corporate
Debt-to-GDP Ratio and Aggregate Debt Annual
Growth Rate

Lower corporate indebtedness
% of GDP

[l Domestic loans/financing ] Domestic corporate bonds/sukuk

[ External debt

[...%] refers to aggregate non-financial corporate debt annual
growth rate

Note:Reflects a higher nominal GDP, following the rebasing of GDP
from 2010=100 to 2015=100. NFC debt-to-GDP ratio for December
2018 was 103.7% as reported in the FSPSR 2018

Source: Bank Negara Malaysia

pace of 2.4% (1H 2019: +2.7%). While the overall business
loan approval rate has remained broadly stable,
trending close to its 5-year average, loan repayments
continued to exceed loan disbursements, reflecting
uncertainties in the business outlook. Net corporate
bond issuances in the second half of 2019 was also
much smaller (RM1.2 billion; 1TH 2019: RM11.1 billion; 2018:
RM36.4 billion) despite lower borrowing costs.

A sharp deceleration in business loan growth due

to excessive risk aversion by banks could amplify
economic risks and affect financial stability. Based on
engagements with banks and observations of banks’
lending standards and practices, there has been little
sign of this up until early-2020 outside of specific
sectors and firms that are facing more challenging
conditions. Of note, SMEs continued to have access
to financing. Due to an ongoing reclassification
exercise by financial institutions,” underlying trends
in financing to SMEs have been a little more difficult
to ascertain given the lack of comparable past year
data. Notwithstanding this, more favourable terms
offered by banks on collateral requirements and
financing rates were observed as banks continued to
enhance their assessments of income and cash flow
to support credit decisions.?® In the second half

7 The reclassification exercise is intended to reflect a revised
definition of SMEs as released by the National Entrepreneur and SME
Development Council (NESDC).

28 Refer to the 3Q 2019 BNM Quarterly Bulletin Box Article ‘Banking
on Banks: Are They Lending Enough?’ for details of lending trends,
banks’ risk appetite, and the profile of loan rejections.
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of 2019, banks received 131,152 applications from
SMEs (1H 2019: 124,541; 5-year average: 118,085),
and about three out of every four loan applications
processed have been approved. This was in line
with past trends.

Despite domestic and external headwinds, including
larger-than-expected commodity supply disruptions
in the fourth quarter of 2019, the overall financial
standing of firms was sustained in the second

half of 2019. Aggregate measures of profitability?
remained broadly stable, while firms’ leverage*® and
debt-servicing capacity?' continued to be within
prudent levels (Charts 1.17 and 1.18).

The operating environment for businesses

will however, remain highly challenging in the
immediate period ahead. Recent developments
surrounding the COVID-19 pandemic have adversely
affected businesses, especially in the tourism and
manufacturing sectors as a direct result of travel and
production disruptions. These segments® represent
about 44% of banks’ business loan exposures and

Chart 1.17: Business Sector - Leverage, Profitability,
Debt-servicing Capacity and Liquidity Indicators

Financial performance indicators sustained

% Times
30 4 r 6

24.9 25.0 251
4.9

15 4

0

2H 2018 1H 2019 2H 2019p

B pebt-to-equity ratio B operating margin

Cash-to-short-term debt ratio

M Interest coverage ratio
(CASTD) (RHS)

(ICR) (RHS)
p Preliminary

Note: Prudent thresholds for ICR and CASTD are two times and
one time, respectively

Source: S&P Capital IQ and Bank Negara Malaysia estimates

2 As measured by the median operating margin.

30 As measured by the median debt-to-equity ratio.

31 As measured by the median interest coverage ratio (ICR).

32 Specifically, transport and storage, wholesale and retail trade,
hotels and restaurants, and manufacturing sectors.

Chart 1.18: Business Sector - Liquidity and
Debt-servicing Capacity Indicators for Selected Sectors

Debt-servicing capacity improved for most sectors

Wholesale
and retail

Oil & gas Palm oil Construction Property

B 112019 1CR B 2H2019p ICR

4 1H 2019 CASTD 2H 2019p CASTD

p Preliminary

Note: Prudent thresholds for ICR and CASTD are two times and one
time, respectively

Source: S&P Capital 1Q and Bank Negara Malaysia estimates

about 16% of total loans from the banking system.
Affected firms are likely to face tighter cash flows
which in turn could increase future credit risk for
banks. Banks have responded with pre-emptive
measures by providing temporary deferments to
and facilitating the restructuring of loan repayments
in order to avert further financial difficulties for
viable firms. Countercyclical measures, including
the temporary suspension of regulatory loan
classifications for rescheduled and restructured
(R&R) loans, further provide flexibilities for banks

to assist borrowers that are facing temporary cash
flow constraints. Banks are required to separately
monitor the performance of these exposures

and continue to comply with applicable financial
reporting standards. Depending on the duration and
severity of the pandemic, the pre-emptive measures
taken should enable firms to recover more quickly
once business conditions normalise. The ability

of banks to draw down on capital and liquidity
buffers built up over the years will also continue to
support lending activity and contain broader risks to
financial stability.

In other sectors which continue to face challenging
business conditions, business performance has
been mixed. In the construction sector, overall
improvements in profitability and debt-servicing
capacity were attributed to a pick-up in civil
engineering works and the turnaround in the
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residential property segment. While impairments
continued to rise, they have stabilised somewhat
(+9.4% compared to the 5-year average growth of
11.1% between 2014 and 2018). Roughly the same
number of firms in the sector reported improved
and weaker debt-servicing capacity.

Going forward, the resumption of major
infrastructure projects that were earlier
suspended should continue to provide some
support to earnings. However, earnings are
expected to remain under pressure due to lower
contract values and uncertainty in the timing of
future contract awards which could affect cash
flows, especially among SMEs. High inventories
of unsold properties that are still held by some
developers coupled with the oversupply in the
0SSC segment will also continue to pose a drag on
earnings for some firms. The economic impact of
COVID-19 will further weigh on earnings.

Banks' overall loan exposure to the construction
sector has remained fairly stable at about 14%

of total business loans. As elaborated in the
assessment on the property market, debt-at-risk
from property-related exposures remains well within
banks' excess capital buffers (31.3%).

The financial positions of firms in the oil and gas
sector continued to recover on the back of gradual
improvements in upstream activities and offshore
support vessel charter rates. Despite the recurrence
of supply disruptions related to major maintenance
works, debt restructuring efforts by some firms have
strengthened their debt-servicing ability. Leverage
reduced further to 37.5% (1H 2019: 42.8%) while debt-
servicing capacity has also improved to 3.8 times

(1H 2019: 3.6 times; 5-year average: 3.8 times). The
sector’s impairment ratio correspondingly declined
but remains elevated. Further improvements would
be dependent on a recovery in global oil prices

which have trended lower following the collapse of
production cut agreements in early March 2020. Banks
exposures to firms in this sector, however, remain low
at less than 2% of total business loans.

Signs of improving business conditions have also
emerged in the palm oil sector. The debt-servicing
capacity of firms in this sector improved to 4.5 times
(1H 2019: 3.3 times) in line with the rising crude palm
oil prices towards the end of 2019. Going forward,
prices are expected to remain sustained as the
impact of weaker external demand is offset by the
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decline in crude palm oil production given the supply
disruptions. Risks to financial stability remain limited
with bank exposures to the palm oil sector remaining
low and broadly stable at 4% of total business loans.

Large borrower groups are resilient
against extreme shock scenarios

Financial institutions’ exposures to large borrower
groups® decreased to 38.4% (1H 2019: 42.1%) of
total business exposures as at end-2019. The debt-
servicing capacity of large corporate borrowers
remained reasonably healthy with an ICR of 3.8 times
as at end-2019. Based on supervisory engagements,
banks expect any deterioration in credit risk
associated with large borrowers to be manageable
amid the weaker economic outloook. This is also
consistent with the Bank'’s sensitivity analysis
which indicates that large borrowers are expected
to continue to be able to service their debt under a
range of adverse shocks (Table 1.3). Banks’ excess
capital buffers remain sufficient to cover between
2.5 times and 3.6 times of the potential credit
losses arising from large borrower groups that are
more likely to default under the assumed stressed
conditions, with the earnings shock affecting
corporates and banks the most.

Higher impairments attributed to
firm-specific vulnerabilities

Overall business loan impairments grew at its
fastest pace (+7.9%) since 2010. However, impaired
loans as a share of total business loans remained
within a narrow range observed over the last five
years (Chart 1.19). While the number of firms with

ICR less than two times has increased in the past
two years, firms in certain segments such as mining,
construction and manufacturing have continued to
pare down debt levels. This is expected to support
overall debt-servicing capacity although lower oil
prices are likely to renew earnings pressure for firms
in the oil and gas sector. A total of seven corporate
bonds** were downgraded in 2019, around the same
number reported on average in the last five years.

w
&

Large NFC borrower groups represent corporations with aggregate
credit exposures (include direct financing and holdings of
corporate bonds and sukuk) exceeding RM1 billion with Malaysian
financial institutions.

3 Domestically-rated corporate bonds.



Table 1.3
Business Sector - Shock Assumptions and Results of Sensitivity Analysis on Large Borrowers
. q Excess Capital Buffers to
(a:e:?::lzz) Interest((.i_?'\'l‘(:l;a)ge LD Potential Credit Losses Ratio
gl (Times)
Baseline 3.8 3.6
Foreign currency shock 37 36
(15% depreciation in ringgit) ) :
Cost of borrowings shock
(100 basis points increase in borrowing cost for new ringgit 3.8 3.6
borrowings)
Earnings shock 19 25
(50% decline in operating profit) : )

Source: Bank Negara Malaysia

These exposures accounted for only 1% of total
outstanding domestic bonds, posing minimal risks
to the financial system.

Looking ahead, the quality of business borrowings

is expected to weaken due to the effects of the
COVID-19 pandemic, with the impact on firms largely
dependent on the severity and duration of the
pandemic. Nonetheless, measures announced by
the Government and the Bank to mitigate the impact
of the pandemic on the economy should provide
some respite on the debt servicing obligations of
firms in this challenging environment. On aggregate,
total exposures to the more vulnerable business
sectors accounted for around 30% of total banking
system loans. However, based on engagements

with banks, risks to banks from its exposures to the
larger borrowers are mitigated by repayment sources
that are secured by long-term contracts, adequate
collateral coverage, government guarantees and
measures taken by borrowers to conserve cashflows.
Banks' exposures to firms in these sectors which
have been classified under Stage 2 and Stage 3*
accounted for less than 4% of total banking system

3 Refer to underperforming loans (Stage 2) and impaired loans (Stage 3).

loans. Banks also continue to hold strong financial
buffers against potential losses with a loan loss
coverage of 126.4%. This is supported by sound
provisioning practices of banks based on forward-
looking assessments.

Chart 1.19: Business Sector - Gross Impaired Loans

Quality of borrowings remained intact despite the
more challenging business environment
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Source: Bank Negara Malaysia
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