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Many emerging markets and developing
economies (EMDEs) face challenges in developing
a vibrant domestic bond market. Only a few
have developed such markets to a level of full
maturity as Malaysia has. Although the overall
size of most domestic corporate bond markets in
EMDEs (in terms of percentage to GDP) remains
small, the Malaysian capital market is one of the
most well-developed among its neighbors and
countries of comparable size and characteristics.
The IMF's Financial Market Index, a broad-based
index to measure depth, ease of access, and
efficiency of financial markets (IMF 2016), ranks the
Malaysian financial market fifth in Asia after Hong
Kong SAR, China, Japan, the Republic of Korea, and
Singapore. According to this index, Malaysia’s debt
market, which is composed of corporate bonds and
sukuk, is significantly more developed than those
of comparable EMDEs such as Chile and Turkey.
The size of the Malaysian bond market ranks third
in Asia after Japan (because of its vast public debt)
and the Republic of Korea, but it stands ahead of
Hong Kong SAR, China and Singapore (figure 2),
thus making it the focus of this report.

Malaysia has been successful in developing
its domestic bond market for the purposes of
alleviating currency and maturity mismatches
in financing, diversifying credit risks beyond
the banking industry, and facilitating the use
of high domestic savings to finance the real
economy. Since the late 1980s and early 1990s,
Malaysia has been proactively developing its
conventional bond and sukuk markets to support
various national objective such as providing high-
quality infrastructure and access to housing, as
well as transforming itself into a high-income
nation. Financing from the domestic capital market
has helped to energize Malaysia's development
over the past three decades in three different
ways, including (a) safeguarding financial stability,
(b) reducing dependency and exposure to foreign-
currency risks, and (c) improving access to housing
and high-quality infrastructure. That said, COVID-19
has brought the world to a near standstill, and at a
time when most economies are in crisis, the ability
of governments and the private sector to rapidly

Executive Summary

mobilize funding and tap alternative funding
resources is expected to greatly aid the recovery.
This underlines the significance of and need for a
developed domestic debt capital market (like that
of Malaysia) to support economic revival.

This report primarily focuses on the development
of Malaysia’s local bond market as a source of
long-term local currency (LCY) financing. It aims
to extract the key lessons that can benefit policy
makers as well as stakeholders in both the public
and private sectors. This report validates the worth
of the building blocks many use for capital market
development, as well as the fundamental principles
and forces that have shaped and sustained the
growth of Malaysia’s debt capital market. Malaysia’s
ability to develop specific segments of the debt
capital market can be best demonstrated through
two specific cases:

1. The domestic debt capital market has
played a vital role in financing Malaysia’s
infrastructure. Unlike many EMDEs, who are
dependent on offshore bond markets for bank
financing that use the U.S. dollar, Malaysia's
domestic LCY project bond market stands out.
Malaysia’s first project-finance bond was issued
in 1993. These first project bonds underlined
the possibility of mobilizing participation by the
corporate sector in infrastructure development,
and even of attracting financing by usually
conservative investors. Infrastructure bonds
accounted for 26 percent of overall bond
issuance between 1993 and 2019, and in the
last decade, the bond market had financed up
to an average of US$3.4 billion per year in the
electricity, gas, and water sectors. Relative to
GDP, the value of the Malaysian project-finance
bond market stands among the world's biggest.

2. Malaysia has played a significant role as an
Islamic finance center. Two key milestones
have supported the growth of the Islamic
bonds, or sukuk. First, the release in 2004
by Malaysia’s Securities Commission of the
Guidelines on the Offering of Islamic Securities
(Malaysia Securities Commission 2004) and

Malaysia's Domestic Bond Market: A Success Story
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second, the creation of Malaysia International
Finance Center in 2006 as a focal point for
bringing together stakeholders and pushing
policy recommendations related to Islamic
finance. While this specific strategy may be
less applicable to other markets, the important
lessons are that (a) the initiative helped pool
other non-traditional sources of long-term
capital into the capital market and that (b) the
creation of innovative capital market products
that are compliant with shariah law not only
served the needs of Islamic investors but also
were attractive to conventional investors such
as pension funds.

Furthermore, having a deep domestic capital
market has helped Malaysia mitigate the impact
of capital-flow volatility, reduced reliance on
foreign debt, and has increased its resilience
for weathering economic and banking system
crises. Having struggled during the Asian financial
crisis (AFC) in 1997-99 as many other Asian
countries did, Malaysia experienced a somewhat
less severe effect compared with some of its
regional peers. This was partly because the country
already had succeeded in developing its domestic
debt market. If anything, the AFC served to
reinforce the government's decision to accelerate
the development of the domestic financial sector.
Subsequent policy responses cemented the road
map for the domestic capital market. There is
evidence that the global financial crisis of 2008-09
had a less significant effect because Malaysia's
domestic liquidity and funding sources were in a
better position than those of many of its peers.

Malaysia’'s development experience offers key
valuable lessons for other EMDEs to consider
(five pillars of growth that have figured prominently
in Malaysia’s capital market development journey
are summarized in table 1). As in most cases, one
size does not fit all, and each market has its own
idiosyncrasies. Policy makers should be aware that
they must give significant consideration to different
actions depending on the intended outcome,
especially as regards the current level of market

development. Likewise, challengesand opportunities
that all markets share in common produce different
effects within these different contexts.

The following pillars are the traditional core tenets
of domestic-debt capital market development.
Malaysia’s track record underscores the fact
that meeting such preconditions is a necessary
preparation for crafting financial sector policies.
The country’s market development experience
also shows that often overlooked factors like
coordination, alignment with national development
policies, incentives, and the role of the private
sector can be key determinants in success. Broadly,
the Malaysian development journey reflects (a) the
existence of sustainable healthy macroeconomic
fundamentals, a stable political environment, and
a well-functioning legal system and legislative
environment; (b) solid cohesion between the
various stakeholders; (c) a sequencing of activities
reflecting the stage of development as well as the
government's agenda; (d) the fact that the right
market conditions of supply and demand should
intersect in terms of the readiness of the market; (e)
the importance of considering the market structure
and its needs, as well as the stage of investor
sophistication when introducing new instruments;
and (f) the role of time-bound requirements such
as mandatory ratings or time-limited tax incentives
in attracting and encouraging corporate sector
participation in the initial stages of development.

1 Sukuk is the shariah-compliant financial instrument similar to bonds in conventional financing.
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TABLE 1. Domestic dept-capital market development strategy: lessons learned from Malaysia

In the nascent stage Intermediate or developed stage

Objective

Ensure that preconditions are

present for building confidence and
transparency, as well as the credible
legal framework needed for supporting
investment.

Build stability to avoid unnecessary
market disruption.

Support innovation and
diversification so that the market
can leverage new technologies
and platforms.

Consider mid-tier and smaller
entities who have limited access
to debt markets and rely heavily
on bank lending.

Keep diversification central to
many initiatives.

Key takeaways

Recognize the importance of
coordination among regulators and
policymakers.

Align the financial market
development strategy with the
development vision of the real sector
to enhance policy consistency.
Capacity building and credit-risk
culture buttress sound market growth.
Design systems that support stability
and market confidence (by reducing
settlement risks through using financial
market infrastructure, for example).

Reduce impediments to new
innovations and consider market
distortions.

Focus on efficiency (such as with
electronic trading platforms) and
increase the investor base for
enhancing market liquidity.
Diversify and increase the pool
of investors, as they support the
demand side.

An enabling environment
How can a country:
develop a domestic
capital market if it has a
challenging macroeconomic
environment?
create a sound institutional
and legal environment to
attract the private sector
to tap the bond market?
make capital market
securities attractive
compared to bank loans?

Consider the impact of economic
policies on market development,
one example being the management
of government debt costs to avoid
crowding out or managing inflation
to support the creation of fixed-rate
instruments.

Take stock of existing legal and tax
frameworks to limit distortions and
inefficiencies.

Ensure reliable financial reporting
and legal documentation to support
bond market transactions, such as
by utilizing the services of reliable
fiduciary professionals such as
accountants and lawyers.

Enhance the technical capacity of
regulators.

Provide space for larger
participation of the private sector
in certain initiatives such as with
co-funding platforms.

Malaysia's Domestic Bond Market: A Success Story
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Policy and regulatory

framework
What approach can
regulators take to balance
protection of investors with
market development?
What would be the
necessary institutional
arrangements to help
develop the market?

Create sound, strong regulatory bodies
like SC Malaysia that will efficiently
drive and regulate the market.

Take a more conservative approach

to approvals, such as by doing the
reporting and approval on a merit basis.
Make efforts to maintain oversight of
intermediaries, particularly if they play
a major role in market development
like domestic CRAs do.

The bond issuance regime should
evaluate the investor market structure.
Listing instruments to achieve liquidity
and access to markets as retail-based
markets require is less important.

The bond framework should be
flexible enough to allow project-

bond issuance to leverage the same
framework.

In the nascent stage Intermediate or developed stage

® Move to a more nimble and
efficient disclosure-based regime
when the investor market has
reached a level of maturity.

¢ Allow for continuous drawdowns
in the most efficient and least
time-consuming manner by using
the Shelf Registration for Bond
Programs.

Supporting the demand side

- What are the important
aspects to preserve
longterm capital?
How can institutional
investors be encouraged
to invest in instruments
other than government
securities?
If institutional investors
lack capacity to assess
credit risk, what steps
can policy makers take to
remedy that?
What are other methods
to make savings in the
country grow, other than
using traditional pension
and provident funds?

Include policies to help transition
people into the formal sector where
higher wages are available.

Stimulate and promote long-term
savings through defined-contribution
schemes and other such mechanisms.
Preserve capital by more carefully
thinking through policies governing
early withdrawals.

Strengthen the governance of large
institutional savings providers.

Build capacity of local pension funds,
insurers, and mutual funds to diversify
their investment.

Consider all pools of capital such as
the shariah-compliant instruments
used for long-term savings (which
were sizable in Malaysia), and grow
other forms of investment products
like unit trusts and mutual funds.

Use credit ratings to assist investors
with a relative risk ranking of issuers
and allow them to price risk.

® Encourage more investment
products through collective
investment schemes, as well as
funds to diversify the investor
pool and reduce the prominence
or dominance of large buy-and-
hold investors.

* Focus on increasing participation
of retail investors through
exchange-traded products.

e Leverage financial technology
such as investment platforms and
portals to achieve economies
of scale, efficiency, and
access to market and reduce
intermediation.

e Transition out of mandatory credit
ratings to allow demand-driven
ratings to drive the market.

* Promote retail investor
participation progressively.
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In the nascent stage Intermediate or developed stage

Supporting the supply side
- How can issuers be
encouraged to tap the bond
market?
Are there preconditions
that must exist to make it
easier for nongovernment
bond issues to go to
market?
What can be done
to encourage usually
conservative institutional
investors to move beyond
government securities?

Increase the efficiency of the
government debt market.

Aim debt strategy at benchmark
building and yield curve formation,
progressively introduce longer-term
maturities, and avoid crowding out by
manageable cost-of-government debt.
Attract high-quality issuers and focus
on sectors that will drive socioeconomic
development such as infrastructure and
quasi-governmental entities with strong
reputations and roles in the economy
(Cagamas the secondary mortgage
company, for example).

Include institutional investors in early
strategic discussions to understand
their risk appetite such as those with
high investment-grade credit ratings
who are ready for initial investments.
Use domestic CRAs to play an active
role in credit-risk assessment.

Move to more sophisticated
products such as ABS.

Expand to other products in
tandem with sector growth (for
instance, use REITs when the
property market becomes well
developed).

Develop a relatively sophisticated
investment banking sector to be
able to support the development
of corporate instruments,
perpetuals, hybrid securities like
debt-equity features, and other
advanced instruments.

Priority sectors like
infrastructure and housing
How can a country mobilize
private sector interest into
these sectors?
How can it leverage as
much long-term capital
as possible from the
domestic LCY market
(assuming there is some
level of domestic long-term
savings)?

Develop basic preconditions like

the PPP framework, supportive
regulations for investors, a solid pilot
demonstration transaction with some
form of government support, and the
IPP take-or-pay arrangement.
Develop a mortgage-backed
securities market, expanding the
underlying asset pool for pilot
transactions that were low-risk, such
as government staff housing loans that
were deducted at source.

Consider creating a secondary
mortgage company (with necessary
government support).

Have the government
progressively rebalance the risks.
Develop products in tandem

with sector growth such as

REITs, when the property market
becomes well developed enough.
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Chapter I: The Growing Prominence of the Domestic Bond Market in Malaysia

Malaysia’s financial industry has supported the country’s economic expansion, which has been further
bolstered by significant contributions from the domestic capital market. Until the late 1980s, banks
had served as the principal source of financing, providing short-term, floating-rate financing to retailers,
particularly for working capital needs. The Malaysian capital market only began to offer complementary
longer-term, fixed-rate financing through the issuance of debt securities in the 1990s. By 1992, capital
market issuance (RM12.5 billion) exceeded bank financing (RM13.8 billion of net new lending). While equity
markets provided the means for the private sector’s growth initially, a substantial amount of capital market
financing took the form of bonds over time. As at the end of 2019, the capitalization of the stock market
stood at RM1.7 trillion (113 percent of GDP) with 929 listed companies, while the total value of outstanding
bonds came up to RM1.5 trillion (98 percent of GDP; see figure 1). Net local currency (LCY) bond issuance
swelled from just RM2.1 billion as at the end of 1990 (equivalent to 20 percent of the corporate sector’s
capital market financing needs) to RM88.9 billion as at the end of 2019 (table 2).

TABLE 2. Funds Raised in the Malaysian Capital Market (RM niillions)

Government Issuances

MGS (gross) 3,300 5,141 16,413 37,734 58,894
MGS Advanced Subscriptions -34 - - - -
Khazanah bonds - - 1,551 - -
MGlI (gross) - 300 2,000 21,000 59,709
Savings bonds - - - 2,399 -
New issues of debt securities 3,266 5,441 19,964 61,133 118,603

Less: Redemptions 955 1,607 6,306 24,118 69,012

Less: Government holdings - 18 - - -
Net funds raised by the Government 2,311 3,816 13,659 37,014 49,591
Equities' 137 8,650 6,013 32,139 5,759
Bonds (conventional and sukuk?) 20 2,603 30,395 52,128 128,924

Less: Redemptions - 473 10,459 33,770 88,886
Net funds raised by corporates 157 10,779 25,949 50,497 45,797
GDP (at current prices) 53,308 119,081 365,401 821,434 1,510,700

Source: BNM, Bursa Malaysia.

1. Figures exclude funds raised by the exercise of employee-share option schemes, transferable subscription rights, warrants, and
irredeemable, convertible unsecured loan stocks.

2. Figure excludes short-term papers in conventional and Islamic principles.

3. Figures may not necessarily add up due to rounding.
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FIGURE 1. Composition of Malaysia's Capital Market

RM billion
3,500

3,000
2,500

2,000

1,500 °

1997 1999 2001 2003 2005 2007 2009 2011 2013 2015 2017 2019

B Outstanding bonds Outstanding loans © Market capitalization

Source: BNM, Bursa Malaysia, SC, World Bank

Malaysia has a sizable bond market. It has Asia’s second-highest ratio of outstanding bonds relative to
GDP as at the end of September 2019 (Japan is first with 242 percent of GDP due to its vast public debt).
In absolute terms, the Malaysian bond market ranked fifth in Asia after China, Japan, the Republic of Korea,
and Thailand. Valued at US$356.5 billion?, the Malaysian bond market represents a healthy mix between
government securities (51.5 percent of GDP) and corporate bonds (49.5 percent of GDP; see figure 2).

FIGURE 2. Size of Local Currency Bond Markets (Q3 2019)
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2 Source: BIS. The total figure, according to the BIS, is 101 percent of GDP. This differs slightly from the local figure, which stands at 98.3 percent of
GDP because of variations in methodology and exchange-rate effects.
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Chapter I: The Growing Prominence of the Domestic Bond Market in Malaysia

According to the International Monetary Fund (IMF)'s Financial Market Index® (IMF 2016)—a broad-based
index designed to measure the depth, ease of access, and efficiency of financial markets—Malaysian financial
market ranks fifth in Asia after China, Hong Kong SAR, China, Japan, the Republic of Korea, and Singapore
(figure 3). This index recognizes that Malaysia’s capital markets are significantly more developed than those
of comparable countries such as Chile and Turkey. Notably, Malaysia’s ranking in this index has been rising
over the last 40 years, a feat only matched by the Republic of Korea.

FIGURE 3. IMF's Financial Market Index
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The domestic bond market has significantly contributed to the local currency financing of Malaysian
non-financial corporates by limiting the dependence on cross-border and on foreign currency financing.
Almost 80 percent of Malaysian non-financial corporates' debt is in local Ringgit (figure 4), a remarkable
performance for a small and very open economy. It is also a key funding avenue that supports the nation’s
privatization agenda as outlined in the Guidelines on Privatization (Economic Planning Unit 1985).

3 IMF's Financial Development Index aims to measure the financial development of each country using two subindexes, a financial institution index
and a financial market index. In both cases, the indexes measure the depth, ease of access, and efficiency of institutions and markets.
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FIGURE 4. Currency structure of non-financial corporates’ debt (end of 2019)
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The bond market has been a crucial element supporting Malaysia’s development over the past four
decades. It was crucial to supporting Malaysia’s large-scale privatigation program in 1985 and was
a key source of long-term financing for private sector-led infrastructure projects. The privatization
program enabled the private sector to play a major role in infrastructure projects—financed through non-
recourse project financing—mostly in the energy and transport sectors. Between 1990 and 2005, a total
of RM150.3 billion was invested in private sector-led infrastructure projects (JBIC 2007). The bond market
was well poised to bring together investors, mainly institutional players seeking longer-term investments
and the project sponsors requiring long-term financing to match concession terms. It assumed even greater
importance in the aftermath of the Asian financial crisis (AFC), which weakened the banking sector and
created a lack of liquidity in the equity markets, although development banks still played a role in the
largest projects. As the market matured and confidence increased in the performance of these long-term
concessions, the financing of infrastructure projects also evolved, with the private sector sharing more
risk in the funding arrangement. Even so, the domestic bond market remained a viable and sustainable
financing option for infrastructure projects.

This report focuses on the development of Malaysia’s local bond market as a source of long-term
LCY financing, given its important role in supporting Malaysia’s development agenda. This report
extracts the key elements that supported the success story in Malaysia’s case by looking at (a) the historical
journey of the development of Malaysia’s local currency bond market, (b) the overall enabling environment,
(c) the early actions taken by key stakeholders, and (d) the main factors supporting the supply and demand
sides. Many emerging markets and developing economies (EMDEs) around the world are working on
further advancing the development of their LCY bond markets. This report aims to present key lessons
learned from the Malaysian experience that could be considered by policy makers as well as stakeholders in
both the public and private sectors. In addition, after assessing the current state of the market and its main
challenges, the report offers a series of policy considerations as possible avenues to support the transition
of the LCY bond market in Malaysia to the next level.

26 Malaysia's Domestic Bond Market: A Success Story



Chapter I: The Growing Prominence of the Domestic Bond Market in Malaysia

This report is organized into seven sections, including this chapter:

a. Chapter | provides a brief description of Malaysia’s evolving domestic bond market, demonstrating
its importance for supporting Malaysia’s overall development agenda and its global positioning as a
sizable market.

b. Chapter Il highlights the importance of a stable macroeconomic and political environment to support
the development of the LCY bond market in Malaysia. The country’s economy has been traditionally
characterized by low inflation rates and a confidence-inspiring currency complemented by a stable
banking sector. Political stability has also been important in supporting market confidence and
maintaining consensus on economic strategies and policies.

C. Chapter Ill focuses on the Malaysian government’s market reforms in the early years of the bond market
(before the AFC), including the identification and establishment of key enablers in expediting market
progress. In those years, well-founded legal and institutional frameworks reinforced market confidence,
making progressive reforms possible.

d. Chapter IV details the structural changes in capital market after the AFC, as well as the ensuing master
plans and blueprints that had been formalized to accelerate market development. It illustrates how
key stakeholders coordinated the establishment of rules and built critical institutions to temper the
repercussions of the AFC (including an in-depth restructuring of the banking sector and corporate
debt). It also shows how the development of the local debt capital market (a hard lesson learned from
the AFC) had been instrumental in mitigating the damage wrought by the global financial crisis (GFC)
in 2008-2009. This chapter examines profiles of the bond market issuers and investors, as well as the
supporting intermediaries in this market'’s value chain. This section ends with highlights of Malaysia’s 40-
year journey and the milestones that have defined its progress.

e. Chapter V takes stock of the lessons learned from Malaysia’s experiences, and what building blocks
and drivers could be considered by global policy makers in the area of LCY bond market development.

f. Chapter Vlfocuses on the current state of Malaysia’s bond market and the challenges it has faced. In the
end, it recommends seizing available opportunities to bring the bond market to its next phase of growth.

g. Chapter Vllis a brief conclusion on the success and the future of Malaysia’s bond market.
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Chapter II: A Conducive Political and Macroeconomic Environment

The importance of a strong, enabling environment underscores the development of Malaysia's domestic
bond market. This is characterized by strong institutional and legal frameworks, macroeconomic stability,
market autonomy, and a sustainably sound banking system.

Sustained stable economic growth and political stability, coupled with strong policy on enabling high, long-
term savings rates, have anchored the growth of Malaysia’s bond market. Since the mid-1980s, an export-
oriented industrialization policy spurred a rapid and steady increase of household incomes by accelerating
manufacturing activity. The policy also led to rapid urbanization and an expansion of formal employment as
the country’s economy diversified beyond relatively volatile primary-sector activities. Although it faced two
major economic crises in the late 1990s and late 2000s, Malaysia has enjoyed genuine economic stability
for the past 40 years, with inflation remaining low and its currency remaining fairly stable (except for a major
depreciation incident in 1998 which affected most Asian economies). This is largely due to the existence of a
broad consensus on economic policy and relative political stability. Malaysia has also been able to develop a
strong, fast-growing banking system. All of this has enabled household savings to grow to high levels, even
compared with those seen throughout East Asia.

The legal system has also facilitated and contributed to the development of domestic capital market. Malaysia
has a system of credit supported by efficient, transparent, and reliable methods for debt recovery. This
includes the seizure and sale of immovable and movable assets, as well as the sale or collection of intangible
assets (that is, money owed to debtors by third parties). Other economies looking to further develop their
corporate bond markets have also taken active steps to ensure that such mechanisms are available. India,
for example, enacted an insolvency and bankruptcy code which was viewed to be a “landmark reform”
in the country’s economic history. Since the code came into effect in 2016, it was expected to encourage
positive behavioral changes among corporate debtors. In the case of Brazil, China, and Russia, the five-year
average of outstanding corporate bonds-to-GDP ratio after implementation of bankruptcy reforms has
nearly doubled compared to the five-year average of outstanding corporate bonds-to-GDP ratio prior to
implementation of the reforms.*
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4 "Insolvency Law to Have Positive Impact on Corporate Bond Market; SEBI Chief, Ajay Tyagi,” https://www.financialexpress.com/market/insolvency-
law-to-have-positive-impact-on-corporate-bond-market-sebi-chief-ajay-tyagi/1795678/, 16 December 2019.
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An Efficient Growth Strategy

Today, the World Bank classifies Malaysia as an upper-middle-income country with a GDP per capita
(at purchasing-power parity, or PPP) of more than US$33,000. Half a century ago, Malaysia was in a
very different situation. In the early 1970s, GDP per capita (PPP) was estimated at only around US$5,000 (in
2019 value). Overall exports were predominantly raw agricultural products (50 percent of annual trade), and
commodities comprising 20 percent, while industrial exports only accounted for 7 percent. Malaysia was
also a highly unequal country at that time. Its Gini coefficient was estimated at a high of 51.3 in 1970, which
is closer to Latin American levels rather than those of high-income economies. Malaysia made it a priority,
therefore, to accelerate growth and make the country more inclusive. Today, it has a diversified economy,
with high-technology exports constituting more than 40 percent of total exports (figure 5).

Anin-depth economic and social transformation program elevated Malaysia to middle-income status,
and it diversified the economy beyond agricultural and extractive activities, while reducing social,
economic, and ethnic inequality. The Malaysian authorities launched the New Economic Policy (NEP) in
1971 to rebalance economic ownership among the country’s various ethnic communities. The NEP was an
affirmative-action policy aimed at improving the economic position of the majority Bumiputeras®, a policy
which, while often controversial, has attained some measure of success in its objectives. The economic
policy of using incentives to develop the private sector under the firm guidance of the government is now
widely practiced in Malaysia. The main transformation, however, took place later with the launching of the
First Industrial Master Plan (IMP1, 1986-95), which laid the foundation for export-oriented manufacturing
industries® (table 3). China’s accession to the World Trade Organization (WTO) in 2001 also had a significant
impact on Malaysia’s economic structure. Although this development displaced industries in which China had
a comparative advantage in labor costs, it also led to a sustained rise in global demand for raw commodities
and intermediate manufacturing goods.

FIGURE 5. Malaysian Export Mix
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5 Bumiputera is a term used in Malaysia to describe the majority Malays and indigenous peoples of Malaysia.

6 The Second Industrial Master Plan (or IMP2, 1996-2005) broadened the manufacturing base via cluster-based industrial development. The Third
Industrial Master Plan (or IMP3, 2006-20) has focused on broadening the scope of industries by including services and functional targets such as
small and medium enterprises (SMEs), human resource development, technology, logistics, and marketing.
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TABLE 3. Structural changes in the Malaysian economy

Development

1980

Heavy-industry
import substitution:

1990

Value-added export
manufacturing:

2000

Services: information,
communication and

2019

Services: wholesale
and retail trade,

) ) technology (ICT), financial services,
strategy cars, iron and steel, electronics, . . o
) : tourism, education, communication
oil and gas machinery
health subsectors

Agriculture  22.6% | Agriculture  16.3% | Agriculture 8.9% | Agriculture 6.6%
Structural change, Mining 99% | Mining 9.4% | Mining 7.3% | Mining 7.1%
average (percentage | Manuf. 19.4% Manuf. 24.6% Manuf. 31.9% Manuf. 22.1%
of GDP) Construction  4.6% Construction  3.5% Construction  3.3% Construction  4.5%

Services 39.5% Services 46.8% Services 53.9% Services 58.6%

Real GDP 6.0% p.a. Real GDP  7.1% p.a. Real GDP 4.2% p.a. Real GDP 4.3% p.a.

CPI 3.7%p.a. | CPI 37%p.a. | CPI 1.5% p.a. | CPI 0.7% p.a.
Economic progress Population  13.9m Population  18.1m Population  23.3m Population  32.6 m

GDP/cap* 3,325 | GDP/cap*. 6,850 | GDP/cap. 12974 | GDP/cap. 33,409

Savingrate  32.9% Savingrate  34.4% Savingrate  46.1% Savingrate  30.0%

Source: Department of Statistics Malaysia, RAM.

Notes: GDP per capita is a PPP figure in current US$.

This export-oriented industrial strategy stimulated a rapid and steady increase of incomes. Malaysia’s
GDP has grown at an annual average of 6.2 percent in volume since 1970’. This has allowed real (constant-
price) GDP to increase 19.3-fold and per capita GDP to increase 6.5-fold. As a result, Malaysia's per capita
GDP (in PPP terms), which was less than 20 percent of U.S. levels in 1970, reached 40 percent on the eve of
the AFC, and it is now above 50 percent (figure 6).

FIGURE 6. Percentage of U.S. GDP per Capita at PPP
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7 Malaysia’s GDP grew at 8.3 percent during the 1970s, 6 percent during the 1980s, 7.1 percent during the 1990s, and 4.6 percent between 2000 and
2010. It has grown 5.1 percent since 2010.
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Malaysia has suffered only three years of economic contraction in the past 50 years. In 1985, GDP fell
1 percent; in 1998 during the AFC, 7.4 percent; and in 2009 during the global financial crisis, 1.5 percent. The
past two recessions were followed by strong rebounds. Considering further that the unemployment rate has
remained contained between 2.5 and 4 percent of the active population since the early 1990s, the authors
conclude that the vast majority of Malaysian households have experienced steady increases and stability in
their income, a very favorable development.

This transformation in the economic structure was accompanied by a transformation in Malaysian
society. The population, which was still predominantly rural until the early 1990s, is now 76 percent urban.
The labor market has become more formal, as indicated by the number of employee provident fund (EPF)
members. From fewer than 2 million in 1970, that number rose to 3.7 million in 1980 and 10 million in 2001.
Education levels have also risen, especially for women, for whom the indicators no longer significantly differ
from those of men. Finally, poverty levels have plunged with increasing rapidity, especially after 1995. This is
partly due to the formalization of wage employment (figure 7).

FIGURE 7. Selected Malaysian Social Indicators
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The Maintenance of Macroeconomic Balances

Macroeconomic balances have been maintained. Thanks to cautious budgetary and monetary policies,
consumer price inflation has remained fairly low in Malaysia, a remarkable performance in a relatively small
and open economy. In the past 60 years, inflation has risen above 5 percent only seven times and has surged
only twice: in 1973-74, when it peaked at 17.3 percent; and in 1981, when it reached 9.7 percent (figure 8).
Inflation pressures reappeared during the Asian (1998) and global (2008) financial crises, but they remained
under control.

FIGURE 8. Average Inflation Rates
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In spite of a major devaluation that occurred during the AFC, affecting all currencies in the region, the
ringgit has remained relatively stable, particularly in real effective exchange rate (figure 9). Malaysia
succeeded in containing currency appreciation during the period of large external surpluses between 1998
and 2012. During this time, its average current account of the balance of payments exceeded 10 percent of
GDP. Since 2015, Malaysian authorities have let it depreciate moderately to preserve export competitiveness,
but for more than 20 years, Malaysians have enjoyed a relatively stable currency.
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FIGURE 9. Balance of Payments and Exchange Rate
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Malaysia experienced budget surpluses during most of the 1990s until the onslaught of the AFC. Even
during that period, the government regularly issued securities to support the debt capital market. In addition
to other structural reforms, this led to accommodative fiscal policies and eventually a sizable deficit. The deficit,
was nonetheless slowly reduced in the following decade until the GFC hit, followed by increases in public
expenditures. Since then, the fiscal deficit has been slowly narrowing (figure 10). These waves of budgetary
pressures have caused shifts in public debt levels. After declining rapidly in the 1990s, the debt began rising
slowly in the 2000s before suddenly spiking upward again in 2009. Debt equaling 56 percent of GDP is no cause
for concern, although it may increase in the near term to fund the government’s COVID-19 economic stimulus
response budget. In 2020-21, this health crisis will bring about significant public debt issues in Malaysia and
elsewhere. The ensuing ramifications could also render corporate sector issuance more difficult and expensive.

FIGURE 10. Public Finance
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A Strong and Fast-Growing Banking System

While it has long needed consolidation, Malaysia’s robust and rapidly expanding banking system
helped fuel the country’s steady growth, particularly through providing financing. Before the AFC,
Malaysia had 37 commercial banks, 14 of them foreign-controlled. There were also 40 finance companies, 12
merchant banks, and seven discount houses.

In the first year of the AFC, the system’s ratio of outstanding loans to GDP soared to 149 percent,
after which the government and central Bank (Bank Negara Malaysia, or BNM) launched several
recovery plans. This demonstrated how an unstable or distorted banking industries can derail capital
market development efforts. Interventions by authorities included the establishment of Pengurusan
Danaharta Nasional Berhad, Danamodal Berhad, and the Corporate Debt Restructuring Committee (CDRC)
to rebuild the financial sector (Box 6, page 60). The institutional arrangements and policy responses to
mitigate the effect of the AFC on the banking system ultimately restored financial stability and growth.
Although the importance of these actions and the implications for capital market development may be
questioned, it clearly contributed to a fully functioning financial sector with no handicaps or distortions
resulting from a weak and unchecked banking sector. Following the launch of the Financial Sector Master
Plan (FSMP) in 2001, stabilization and recovery measures were supplemented by longer-term programs
aimed at ensuring the resilience and competitiveness of the domestic banking sector while enhancing
efficiency and promoting keener competition.

CHART 1. Outline and sequencing of government strategies and policies

Vision - Achieve an industrial and fully developed nation status

- Sustain growth at 7% annually
2020 - Real GDP: RM920 billion

Third Outline Perspective Plan Fourth Outline Perspective Plan
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8th Malaysia Plan 9th Malaysia Plan 10th Malaysia Plan 11th Malaysia Plan
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Source: Latifah Merican-Chong, IFC Conference on Capital Markets Africa, 2017
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The AFC created funding gaps in the banking sector, which then triggered strong mitigating measures
by the Malaysian government. lin the lead-up to the AFC, Malaysia’s overheating economy had been
expanding at an unsustainable rate, propped up by leveraging through the domestic banking sector (table
4). The AFC highlighted the risks of such wanton leveraging. At its peak, the system’s net nonperforming
loan (NPL) ratio jumped as high as 14.9 percent by late November 1998, compared with just 4.1 percent at
the end of 1997.

A lesson well learned: the substantial buffers steadily built up following the AFC blunted the effects
of the GFC. As Malaysia moved towards meeting the requirement of healthier capitalization ratios (in
line with Basel 3), the banking sector’s bond and sukuk issuance activities began increasing steadily after
2009. The gradual strengthening of the banking system before the onset of the GFC gave Malaysia more
headroom to tackle the spike in distressed credit using its increasingly robust capital market as a buffer. The
local bond market had also become better insulated from the sudden withdrawal of foreign capital because
domestic investors possessed sufficient liquidity to absorb and cushion the outflows, thereby mitigating
market volatility to some degree. By the end of 2019, Malaysia was home to 30 financial institutions.

TABLE 4. Growth of Malaysian banking sector

RM billion 1985 1997 2010 2019
Total assets 98.4 677.8 1,513.5 2,831.5
Total deposits 67.1 385.5 1136.2 1,970.6
Loans and advances 65.8 401.7 883.3 1,771.6
Capitalization of RWCR n.a. 10.5% 14.8% 15.7%
Asset quality (net NPL ratio) n.a. 4.1% 2.3% 1.1%

Source: BNM, FSB, FSMP

A Continuous Political Consensus on Economic
Strategies and Policies

Political stability and consensus on economic policies helped drive the vision of developing the
domestic financial sector. Since experiencing political turmoil in the 1960s,® Malaysia has enjoyed
relative political stability. * Despite the accession of several prime ministers, '° the willingness to develop
an efficient financial sector to serve the country’s economic and social interests has remained consistent.
Quite notably, Malaysia’s two recent transitions of power—one in 2018 after the 14th general election and
another midway through the Pakatan Harapan coaltion government’s term in early 2020""—produced no
social unrest or disruption of public services.

8 This includes the expulsion of Singapore in 1965 and ethnic riots in 1969.
9 Until May 2018, the nation had been continuously governed by one incumbent party for 61 years, Barisan Nasional.

10 For the most part, Tun Dr. Mahathir Mohamad (1981-2003) had the longest tenure as prime minister. After his retirement in 2003, two successive
prime ministers maintained the same economic policy until Tun Dr. Mahathir’s return in 2018. He resigned in February 2020 and was succeeded by
the current prime minister, Tan Sri Muhyiddin Yassin.

11 A new coalition government, Perikatan Nasional, took office in March 2020.
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Malaysia’s economic policies and performance have always been sanctioned by the major rating
agencies with investment-grade sovereign ratings (except for Fitch in 1998-99), although they have not
been always been characterized by strict fiscal orthodoxy, especially in the management of the AFC. Malaysia
is currently rated A- by Standard & Poor's, (same as Poland and Saudi Arabia,) and Fitch (same as Poland) and
A3 by Moody's (similar to Mexico and Peru). The ratings reflect the sustained dynamism of the country’s growth
and the maintenance of major macroeconomic balances (while regularly acknowledging the “slightly too high”
level of fiscal deficit). They also derive comfort from the consensus on economic policy and its predictability.

A High Savings Rate with a Long-Term Perspective

Malaysia’s savings rate has been consistently high. With fast and steadily rising incomes, no serious
threat of an inflation surge or massive currency depreciation, a strong banking system, and stable politics
and economic policies, it is no surprise that Malaysia’s savings rate has been one of the highest among
EMDEs and regional peers (figure 11). On the other hand, its position has fallen in the past two decades,
especially after the GFC. Malaysia’s savings rate still remains at 30 percent, significantly higher than most
among EMDEs. Healthy macroeconomics and political and policy stability are prerequisites to a high
savings rate. Temporary circumstances might have added additional contributions. The high savings rate
in the 1990s, for example, was also boosted by the unusual public finance surpluses during the period.
Malaysia nonetheless wisely utilized a specific instrument to incentivize household savings: the Employees’
Provident Fund (or EPF; see Box 8).

FIGURE 11. Gross Domestic Savings
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The First Step: The Development of the Domestic
Government Debt Market

In the early years of the bond market, BNM played a key role in building a favorable environment for
the development of capital market in Malaysia, particularly by fostering the growth of the domestic
government debt market. BNM played a central role in implementing the government debt strategy with
respect to managing the auction and issuance calendar, benchmark building strategy, and so on. All of
these constituted key pillars in building a well-developed domestic government debt market (see Box 1).
To kick-start the supply side, the government began issuing Malaysian government securities (MGS) in the
early 1980s to finance development expenditures and support the EPF’s investment objectives. Government
security issuance was later extended to partly finance the government’s budget deficits in the 1990s.
Eventually, a declining government debt-to-GDP ratio also enabled corporates to raise funds through the
private debt securities (PDS) market. In 1989, BNM introduced the Principal Dealer System to develop the
secondary market, equipping it with an auction system for government securities to promote fair pricing.

The Malaysian government has continuously relied heavily on domestic issuance to finance its
borrowing requirements. Historically, substantial portions of Malaysia’s budget deficits have been funded
by debt securities. External borrowing, in fact, only amounted to 3 percent of the debt stock at the end of
2019 (figure 12). Domestic issuance has focused on two types of securities: conventional fixed-rate Malaysian
(MGS) and shariah-compliant Malaysian government investment issues (MGlI). Treasury bills (T-bills) have
also been issued, but only in modest quantities and primarily for the purpose of cash management. It was
also hoped that T-bills would make room for more bond issuance, lengthening the average term to maturity
(ATM) of the debt stock. In the past, BNM also issued its own bills, but they have now been replaced by
monetary notes (BNMN), mostly with maturities of 1 to 3 years, avoiding any market conflict with T-bills.

FIGURE 12. Malaysian Government's Debt
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12 This definition includes non-resident holdings of domestically issued securities as domestic debt.
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The issuance of government Islamic debt securities provided the foundation for a yield curve for
Islamic papers. The equivalent of government Islamic debt securities (MGII) and Malaysian Islamic treasury
bills (MITBs) had been issued to enable Islamic banks to hold liquid assets that met their statutory liquidity
requirements. The issuance of these papers meant that Islamic banks could invest their liquid funds in
instruments that were shariah-compliant, since Islamic practice prohibits the purchase or trade in MGS,
Malaysian treasury bills (MTBs), or any other interest-bearing instruments. The first MGIl was issued in
July 1983, marking Malaysia's Islamic capital market (ICM) debut. Some have argued that the distortion
and segmentation of the yield curve was caused by the offering of two different instruments by the same
sovereign issuer. In Malaysia, however, MGSs and MGlls are very similar despite the difference in their
issue structure. Both have bullet and fixed coupons and profit (for MGlls), similar maturities, and mostly
comparable turnover rates in the secondary market.

The Role of Government Bonds
in Bond Market Development

(See Section IV for progressive efforts under the Capital Master Plan)

A deep, liquid market in benchmark securities is essential for a well-functioning debt market.
A low-risk asset is essential as a basis for pricing other financial assets, particularly corporate
bonds, and for acting as an underlying asset or collateral for related markets in repos, swaps and
other derivatives. These debt securities have enabled Malaysia to fund public sector borrowing
at competitive rates while avoiding the risks associated with foreign-currency funding.

Benchmark Bonds

The authorities are committed to regularly issuing three-, five-, seven-, and 10-year MGS as
benchmark securities as part of an effort to develop a benchmark yield curve. In addition, 15-,
20-, and occasionally 30-year MGS have also been issued to lengthen the benchmark yield
curve. The government issues MGII with the same maturities. Auctions have been consistently
well supported. Benchmark issues are reopened to enlarge outstanding issue sizes in order to
promote market liquidity. Most issues are in the range of RM 2 to 5 billion, but at the end of May
2020, there were nine bonds outstanding with an issuance volume of RM 14 billion or greater.

Yield Curves

Transparent secondary market pricing and full reporting supports the calculation of reliable
yield curves. For government bonds, notes, and sukuk, yield curves are published by the BNM.
They are also readily available from a number of information vendors, with the Bond Pricing
Agency Malaysia (BPAM) generating the most comprehensive set. An illustration appears in
figure 13, which shows that the spreads for different credit risks seem robust and consistent.
The BPAM's yield curve extends to 30-year maturity tenures, which provides useful support to
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the financing of longer-term infrastructure investments. The BNM's curve extends to 20-year
maturity tenures. In practice, there are fewer secondary market transactions beyond 10 years,
and the curve may be somewhat more speculative at these longer maturities.

FIGURE 13. Yield Curves as of June 19, 2020
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Price Discovery

The BPAM provides daily evaluated prices on bonds, notes, and sukuk on the basis of information
obtained from primary and secondary market reporting systems, broker quotes, and actual
traded prices as reported on the electronic trading platform (ETP). Its daily prices cover more
than 2,000 local currency bond market instruments and are widely used by market participants
for portfolio valuation, trading guidance, risk management, and determination of collateral
values and haircuts. The BPAM also generates a comprehensive set of bond and sukuk indexes
that are used in the market for benchmarking purposes.

Secondary Market

The development of the size of the bond market has been matched by the development of the
secondary market with secondary market trading spread across maturities (Lu 2018). Malaysia’s
market performance compares well with others in the region. Two indicators of activity and
liquidity are illustrated in, figures 14 (bond turnover) and 15 (bid-ask spreads). Most secondary
market activity is concentrated in MGS, which have a turnover ratio significantly greater than
that of MGII. The bid-ask spread, an additional indicator of competitiveness in the market, is
similar to that of comparators, with the exception of the Republic of Korea’s larger market.
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FIGURE 14. Turnover Ratios, Q4 2019 FIGURE 15. Bid-Ask Spreads, 2019
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The Key Role of Malaysia’s National Mortgage
Company: Cagamas

Cagamas was established by BNM in December 1986 with two key mandates: (a) to promote home
ownership through the secondary mortgage market, which would provide liquidity support to banks in order
to enable the origination of more residential mortgages (figure 16); and (b) to spearhead the development of
the domestic bond market. The bank’s third mandate—to develop and promote Islamic finance—was added
later when Malaysia began developing its Islamic finance market. The Cagamas model is somewhat reflective
of the Fannie Mae (USA) and Government Housing Loan Corporation (Japan) models. Similar entities have
been or are in the process of being developed in other EMDEs, such as in Kenya and Tanzania.
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FIGURE 16. Malaysia's Annual Mortgages
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Cagamas was set up at a time when financial institutions were facing mismatches in maturities and interest
rates. By selling long-dated mortgage assets to Cagamas, banks would be able to unlock their liquidity
and address the maturity mismatch on their balance sheets. The role of Cagamas as a liquidity provider
was highlighted during both the AFC and GFC when it stepped up its mortgage purchases from banks that
required liquidity support (figure 17).

FIGURE 17. Housing Purchases and Loans
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Cagamas was a pioneer in providing secondary liquidity support to the financial sector by purchasing
home mortgages from primary lenders. Its formation provided the necessary means through the issuance
of long-dated bonds and sukuk to finance the mortgage purchases (with tenures of 15 to 30 years). Its debt
securities were perceived as a new product that added depth and breadth to the local bond market, because
its strong linkage to the government underscored market perception that Cagamas had “quasi-governmental
status”, which helped to support yield curve formation for other nongovernment and corporate issuers.

Cagamas inaugural bonds were issued in October 1987, followed in earnest by the corporate sector in
the mid-1990s. When the corporate sector began participating more actively in the government’s privatization
agenda in the late 1980s and 1990s, capital market started to expand to satisfy the rising demand for corporate
funding, which shifted the balance of financing levels away from the previously dominant banking sector.
The growth of the PDS market was fostered by various initiatives launched by the government and financial
regulators to establish a supportive regulatory framework and enhance market infrastructure. Today, the
national mortgage company consistently remains one of the largest nongovernmental issuers that repeatedly
returns to the market. From the time of its maiden issuance through the end of 2019, the group issued a
cumulative total of RM328 billion in conventional bonds and sukuk, including RM9.9 billion of ringgit-equivalent,
foreign-currency issuances, RM600 million in credit-linked notes backed by a portfolio of small- and medium-
enterprise (SME) loans and RM10.2 billion in residential mortgage-backed securities (RMBS). Cagamas still
leads in corporate debt issuance, second only to the government. It is the largest issuer of AAA-rated bonds
and sukuk, accounting for some 20 percent of outstanding AAA-rated corporate bonds and sukuk, together
with 42 percent of outstanding, AAA-rated asset-backed securities (ABS) as of the end of 2019.

Policy support to Cagamas encouraged investment in and promoted the liquidity of the group’s debt
securities. Cagamas securities were accorded Class-1 liquefiable asset status under BNM's liquidity framework.
Such capital investments had initially been given preferential treatment, but this was rescinded in 2004 when the
regulations were revised to facilitate a more level playing field for all participants in the domestic capital market.

As the financial markets evolved, so did the company’s business model. To diversify from mortgage
assets, Cagamas increased its financial instrument repertoire to allow the purchase of auto-financing,
personal financing, and leasing assets. After the AFC, Cagamas introduced its “purchase without recourse”
(PWOR) scheme in 1999 to facilitate the off-balance-sheet securitization of assets for financial institutions
as a capital- and risk-management tool. Building up traction, however, took a while due to the robust
capitalization of financial institutions and the excess market liquidity of the time. Today, Cagamas’ business
strategy allows the flexibility to toggle between purchasing with recourse (PWR) and PWOR. Cagamas’ more
price-competitive advantage as an alternative financing source has prompted many financial institutions to
turn to its PWR scheme in recent years. This shift happened in compliance with the new Basel 3 regulatory
guidelines relating to BNM's liquidity coverage and its net stable funding ratio requirements, which were
fulfilled ahead of the revised deadline for full compliance in 2020.

Helping to initiate a securitigation market: Through its sister company Cagamas MBS Berhad, Cagamas
issued Malaysia's first RMBS in 2004 backed by government staff housing loans. Between 2004 and 2007, an
additional four RMBS were issued as well as the market's first synthetic SME loan securitization transaction.
Its financial market innovations in the securitization market were also mirrored by its achievements in the
Islamic sukuk market with a number of landmark sukuk issued.
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FIGURE 18. Cagamas Issuances
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An Efficient Regulator for the Capital Market

Much of the groundwork in the formative years was initiated by BNM before the official establishment
of the capital market regulator. The central bank’s pivotal role is often understated relative to Malaysia’s
successful bond market development. In support of the disintermediation of the banking sector and the
funding shift to capital market, BNM introduced Guidelines for Issuing Private Debt Securities in January
1989 to facilitate orderly bond market development and protect the interests of investors, leading BNM to
approve inaugural bond issuances, a four- to five-month process. The central bank also set up Malaysia’s first
domestic credit rating agency (CRA) in November 1990 to foster the development of a credit-rating culture
and aid the development of the corporate bond market.

The Securities Commission of Malaysia (SC) was created in 1993 to spearhead the development
of the Malaysian bond market, and it was endowed with financial and decision-making autonomy.
The SC could hire experts from a wide range of professions, but it should be recognized that BNM had
also played a principal role in supporting institutional capacity and human skills at the outset. Personnel
were seconded from the central bank to the SC or offered new contracts with the newly minted regulator,
therefore contributing their skill sets as financial regulators. The employment of central bank staff gave the
SC credibility from the start, and its firm regulation and enforcement practices helped ensure the attainment
of its developmental goals.
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The SC consolidated securities regulation activities in Malaysia and strengthened it through creating

a legal and regulatory framework. Prior to the SC's formation, there were seven agencies collectively
tasked with regulating the securities market. The need for a more streamlined regulatory framework and
a single market authority for capital market supervision had been acknowledged under the Sixth Malaysia
Plan (1991-95). This led to the publication of the Securities Commission Act of 1993 (SCA), to support the
role of the SC in enhancing supervision, developing self-regulation where appropriate, limiting institutional
risks, and establishing market efficiency and integrity (subsequent legislation aimed at securities regulation
included the Capital Markets and Services Act of 2007, the Companies Act of 2016, and the Securities
Industry [Central Depositories] Act of 1991, or SICDA). The move was specifically aimed at expediting
processing time, strengthening market efficiency, and strengthening the regulatory framework with the
ultimate objective of deepening and streamlining the functions of the domestic bond market. The SC's
primary function includes the supervision of the stock exchange, clearing houses, the central depository,
securities issuance, takeovers and mergers, and unit trust schemes. That said, meaningful progress was only
achieved after the National Bond Market Committee (NBMC)" had designated the SC as the sole regulatory
authority for the corporate bond market. In July 2000, the SC released its revised Private Debt Securities
Guidelines, thereby officially transferring approving authority from BNM to the former.

The SC has exercised strong oversight in line with international best practices. The IMF has recognized
that the SC "“exhibits high levels of implementation of the International Organization of Securities Commissions
(IOSCO)™ Principles for Securities Regulation.” The regimes governing the regulation of issuers, auditors,
collective investment schemes, market intermediaries, secondary markets, and—with respect to enforcement—
cooperation and information sharing are extensive and effective. No intermediary failure was recorded during
the recent GFC (IMF 2013). In 2017, Malaysia was selected as the location for the first Asia-Pacific hub by
|IOSCO, which reflects not only the strength and quality of Malaysia’s capital market but also of its regulatory
architecture. This recognizes Malaysia’s international leadership role in building sound global capital markets.

13 The NBMC was set up in June 1999 as a high-level committee comprised of representatives from key government agencies (the Ministry of
Finance, the EPU, and BNM) and market regulators to provide overall policy direction for capital market development and propose the required
implementation strategies.

14 This is the leading global body of capital markets regulators from both developed and emerging economies that regulates over 95 percent of
markets worldwide.
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Success of Initial Corporate Bonds Created
Confidence

Instilling market confidence at the inception of the market through a credible supply of transactions
and issuers helped to establish credibility and viability in bond market financing. While most EMDEs
have struggled to leverage corporate capital for infrastructure finance, Malaysia has managed to create a
sustainable pipeline of project-financing bonds, an instrument that most authorities often struggle to develop
or can only successfully implement at a later stage of market development. These projects mostly relied on
debt financing and did not involve funding from the equity market or from banks. This success became
possible due to three factors: (a) unlike most other EMDEs of the time, Malaysia already had institutional
investors seeking diversification into a new asset class; (b) the project sponsors considered the long-term,
fixed-rate funding provided by the bond issue to be an attractive proposition; and (c) long-term or fixed-rate
loans from banks would not have been possible given the mismatch in maturities.

The Malaysian bond market has been playing an instrumental role in funding infrastructure
development. Although specialized developmental finance institutions have been participating as financial
guarantors by funding more risky infrastructure projects, the exposure of most commercial banks remains
limited by their investment portfolios or by the mandates given to their asset-management divisions. Lessons
gleaned from the AFC and GFC have compelled Malaysia to shift toward more retail-based lending and
away from large corporate exposures in a bid to preserve asset quality. The lack of liquidity in the banking
sector and the equity market post-AFC has also made the bond market a more viable source of long-term
financing for sizable infrastructure projects. Between 1994 and the end of December 2019, cumulative bond
and sukuk issuance from this sector have amounted to RM376 billion (figure 19). This figure represents a
sizeable 26 percent of Malaysia’s cumulative corporate bond issuance to date. Annual infrastructure bond
issuance has averaged RM23.2 billion through the past decade, dominated by power (40 percent of total
infrastructure bonds) and expressway (34 percent) projects.

FIGURE 19. Project Bonds Issuances
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Notes: The spike in 2007 was skewed by a big issuance from a telecommunications group. The anomaly in 2012 was attributable to a major
corporate restructuring that had involved the privatization of a major highway with a single RM31 billion issuance.

Malaysia's Domestic Bond Market: A Success Story 47



Chapter lllI: Initial Stages of Malaysia’s Bond Market Development

Several conditions must be fulfilled before project bonds can be viable. Malaysia has proven this through

early project-finance bond transactions with the following features:

The commercial terms of the underlying projects were sufficiently attractive to entice participation by
sponsors and investors. The risk sharing had been structured to incentivize the corporate sector with
sufficient risk-mitigating elements within the underlying agreements.

The government was instrumental in providing the requisite support by enhancing the economic viability
and stability of project financing through off-take and purchasing arrangements in the electricity sector,
along with favorable concession agreements to support revenue flows for toll roads. These effectively
reduced investor exposure to demand risk.

Credit-enhancement mechanisms were incorporated into financing structures through bank guarantees,
sturdy corporate sponsors with solid reputations, and sufficient financial resources.

Renowned contractors and project-finance specialists were appointed (or even imported) to ensure the
delivery and performance of highly complex, technical projects.

Financial institutions such as investment banks, trustees, and rating agencies formed part of the
intermediary network that contributed technical expertise to make these transactions happen.

The professionalism of the accounting and legal fraternity, together with Malaysia’s established
regulatory, legislative, and judicial systems—among the most stable in the ASEAN region—had also
been essential to the further progress of bond market development, especially in the case of project
financing of greater complexity.

In cases where there has been a need for renegotiation, investors were consulted alongside other
stakeholders to ensure that the spirit of the concession agreement would continue to be upheld. This
has enabled concession terms to survive political changes.

48
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Two Pioneer Projects in
Infrastructure Financing by
the Malaysian Bond Market

The first infrastructure bond in Malaysia was issued in August 1993 by PLUS (formerly known
as Projek Lebuhraya Utara Selatan Berhad). The issuance proceeds were used to construct the
North-South Expressway, although the issue had not been structured as a project-financing
transaction. Government support ensured the project’s commercial viability, as reflected by many
features of the financing structure and the underlying concession terms: a government support
loan, a toll-rate compensation clause, traffic-volume underwriting, and the assumption of PLUS's
liabilities if the concession were terminated. Although PLUS's initial financing structure included
commercial loans, these were refinanced as part of its second-stage financing plan in 1998.

Malaysia’s first project-financed bond was also issued in 1993 when YTL Power issued a 15-year
RM1.5 billion fixed-rate bond to finance the construction of two power stations. YTL Power was
the first independent power producer (IPP) to be awarded a power project under Malaysia's
privatization agenda. This landmark deal allowed YTL Power to raise RM2.7 billion through the
bond market, the largest such domestically funded project at that time. The project also became
fully subscribed by EPF recipients. The extent of government support, which was implemented
through the project’s contractual structure, was evident in some of the features of the financing
arrangement and the concession agreement: BNM's special foreign currency exchange
considerations for the project; a gas cost pass-through mechanism with national oil giant Petronas;
and a take-or-pay arrangement with the offtaker Tenaga Nasional Berhad (TNB), the national
utility company. The structure of the project financing was consistent with good international
project-finance practices. Securing industry experts and reputable international contractors as
project consultants ensured timely completion and smooth plant operations and maintenance. In
addition, the transaction was rated AA, thereby reducing its overall financing cost.

For the most part, the financing of these projects relied on bonds and did not involve funding
from the equity market or financing from banks. Three things contributed to this. First, unlike
most other emerging markets at the time, Malaysia had institutional investors who were already
seeking diversification into a new bond asset class. Second, the long-term fixed-rate lending
provided by the bond was an attractive proposition for the project sponsors, whereas long-term
or fixed-rate loan financing from the banking sector would not have been possible, given the
maturity mismatch in funding for the banks.
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The development of a structured program for the privatization of state-owned enterprises (SOEs) to
become growth catalysts for the equities market also encouraged the participation of stronger SOEs
in the infrastructure and utilities sector as bond issuers and credit-worthy offtakers. In September
1993, the government incorporated Khazanah as its custodian in the management of commercial assets
and investment in strategic, high-tech sectors. Appointed to function as the secretariat of the Government-
Linked Company (GLC) Transformation Program under a new mandate in 2004, Khazanah had improved the
performance of its core holdings by 2015. Several of the 20 GLCs in its portfolio were pivotal to infrastructure
development as main project sponsors or offtakers. TNB, the primary offtaker for electricity in Malaysia, had
underscored the creditworthiness of the IPPs that had become the catalysts for future project-finance bonds
in the power sector.

Corporate issuance in the early days of the bond market had tended to favor convertible bonds and
loan stocks. Alternatively, they had been issued with detachable warrants that coincided with the bull market
in equities of the early 1990s. This had been an attractive way for corporates to access the bond market at
a cheaper cost, because the detachable warrants partly subsidized the interest expense, and contained an
option for equity conversion. The collapse of the equity market just before the AFC hit, however, ended this
practice. Between 1990 and 1996, corporate sector issuers constituted 44 percent of net corporate bond
issuance on average after having peaked at nearly 65 percent in 1991. Sector participation had been quite
diversified, reflecting the economic structure of the time. The Malaysian debt market charted a striking
compounded annual growth rate of 22.8 percent between 1990 and 2000.

An Efficient Market Infrastructure and the Role of
Domestic Credit Rating Agencies

BNM had set up various computeriged processes and made them available online to enhance cost-
effectiveness and efficiency. These included the introduction of the Fully Automated System for Tendering
(FAST) in September 1996 to expedite securities tendering and a real-time gross settlement system, plus the
Real-Time Electronic Transfer for Funds and Securities System (RENTAS) in July 1999 to reduce settlement
risk. RENTAS had been developed as a computerized scripless trading system to facilitate the faster, more
efficient trading, registration, and settlement of securities.

The Bond Information and Dissemination System (BIDS) was introduced in October 1997 to
facilitate efficient trading and promote transparency of information on domestic debt securities.
To enhance market liquidity, the Securities Borrowing and Lending Program was launched in December
2001 as part of the RENTAS system. In October 2004, the Institutional Securities Custodian Program was
implemented to promote the lending of securities to BNM. For the Islamic sukuk market, an internet-based
platform—the Islamic Interbank Money Market—was set up in September 2004 to ensure transparency of
information on Islamic financial products.

Domestic CRAs are important for checking on an issuer’s credit strength and providing the necessary
price guidance to develop a credit culture for investors and risk-based pricing. To accelerate market
acceptance of credit ratings and indirectly help the development of CRAs, mandatory ratings were introduced
in May 1992. Companies that wished to tap the debt capital market also had to be assigned investment
grades—at least BBB—to build up confidence in investible entities and bonds as investment assets.
Following the establishment of Rating Agency Malaysia Berhad (RAM) in November 1990, a second rating
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agency, Malaysian Rating Corporation Berhad (MARC), was set up in October 1995 to support the growth in
bond and sukuk issuance, to encourage competition, and provide more options to market participants. As
the market advanced, the minimum rating requirement was lifted in July 2000, although the requirement for
mandatory ratings remained until 2016. As a broad spectrum of credit instruments began tapping the bond
market, benchmark yield curves had been formed to support price discovery.

In 1997, the AFC dramatically altered the landscape of the bond market. After eight years of expansion,
the local economy experienced its most severe contraction, and record interest rates inflated the real value
of debt obligations, exerting stress on even highly rated borrowers. RAM's default study, published in 2002,
noted that corporate defaults had peaked in 1998, and that 57.1 percent of those were BBB-rated (figure 20).
The general tightening of liquidity and credit conditions plus investor aversion to lower-rated credits led to
a rapid shift in RAM's rated portfolio (figure 21).

FIGURE 20. Incremental Spreads between Rating Grades: May 2000 versus July 2002
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FIGURE 21. Summarized Distribution of RAM's Rating Categories
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Chapter IV: Further Advancements in the Post-AFC Bond Market: a Tipping Point

The AFC laid bare several gaps in Malaysia’s financial sector and played a key role in the restructuring
of the bond market. Although the development of the bond market had made great strides, the crisis had
exposed the market's dependence on bank guarantees. At the height of the crisis, the debtissues of 15 of the
27 defaulting issuers in RAM'’s portfolio had been guaranteed by banks. By funding long-term investments
through short-term borrowings, substantial exposures to foreign currency (FCY) debts had also accelerated
credit deterioration for many corporations, thus necessitating restructuring. For many years after the AFC,
the domestic bond market became the almost exclusive domain for issuers with at least single-A ratings. The
infrastructure and financial service sectors became more active issuers. Financial institutions—fresh from the
first round of consolidations meant to strengthen the banking sector—tapped the bond market to fund their
business expansion.

While the AFC had resulted in defaults on many corporate bonds, it had also highlighted the reliability
and stability of Malaysia’s legal and administrative institutions, which had been enforcing laws
and regulations fairly and consistently. In many other jurisdictions, debt resolution cases have been
known to either drag on for long periods of time or produce ambiguous outcomes, as in India before the
introduction of its insolvency code. This result often provokes bitter acrimony, leading to legal tussles that
have sometimes put bond creditors in a disadvantaged position. In Indonesia, for instance, there has been
a long-standing tendency for courts to overturn the rights of bond creditors.

Holistic Development Master Plans

Coordination between the Ministry of Finance and financial sector regulators became essential for
a more effective and lasting influence on bond market development. The National Economic Advisory
Council (NEAC) was formed in January 1998 to manage the fallout from the AFC. Chaired by the prime
minister, the NEAC unveiled the National Economic Recovery Plan in July 1998, which focused on currency
stabilization, thereby restoring market confidence, maintaining financial market stability, strengthening
economic fundamentals, and revitalizing affected sectors. The creation of the NBMC as a high-level
coordination fulcrum marked an important milestone in the acceleration of debt-market development. Both,
the NEAC and the NBMC were granted executive powers (together with other high councils and committees),
permitting them to bypass various ministries and agencies in making coordinated decisions. The speed at
which the government established these entities helped expedite the recovery of the debt capital market and
the economy (indeed, the recommendations of the NBMC initiated the bulk of post-AFC reforms).

Capital market development was perceived as part of the development of the broader financial sector.
A sound banking system would be a prerequisite for capital market growth, so the Malaysian government
developed a policy for its capital market and financial sector encapsulated in three master plans: Capital
Market Master Plans 1 and 2 (CMP1 and CMP2) and the Financial Sector Master Plan (FSMP). The latter plan
described in detail the estimated financial outlay needed to support post-AFC economic growth. CMP1 was
implemented between 2001 and 2010, while CMP2 covered the next 10 years. The first plan’s proposed
initiatives and recommendations stemmed from the Capital Market Strategic Committee, another example
of the collaboration between the government and financial regulators. At the same time, the role of the SC
also evolved. Immediately after the crisis, the SC took a relatively prescriptive regulatory approach in order
to support stability in the market. Once the market stabilized, the SC moved to a more disclosure-based
approach to regulation in order to promote innovation and facilitate the ability of Malaysian markets to
respond to regional competition for capital and market share (IMF 2013).
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The SC adopted a pragmatic approach to CMP1’s strategic initiatives, 17 recommendations of which
related to developmental initiatives for the bond market. This enabled market participants and institutions
to prepare for liberalization and deregulation by taking into account the prevailing market conditions
and capital market integrity. Implementation checkpoints included specific assignments, performance
benchmarks, avenues for feedback and mid-course reviews, and adjustments. Based on market feedback,
these checkpoints were critical factors in the implementation stage. As part of the crucial foundation for
market advancement, resources were focused on development of the investment management industry (e.g.
unit trusts and asset-management firms), and the transfer of the requisite skills and knowledge to deepen the
market. Institutions that had been set up to cater to addressing talent shortages include the Association of
Banks in Malaysia, the Asian Banking School, and the International Center for Education in Islamic Finance.
These organizations have nurtured new talent in specialized areas and play a critical role in filling talent gaps.
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Malaysia’s Capital Master Plan 1

CMP1 is a 10-year plan (2001-10) that outlined six strategic focuses and 24 action plans, along
with 152 recommendations to address the challenges facing the debt capital market.

Objectives

1.

2.

conducive for investors.

3

4.

5.

6.

Phase 1
Source: SC

Issuers: become the preferred fund-raising center for Malaysian companies.

Investors: promote an effective investment-management industry with an environment more

Institutions: enhance the competitive position and efficiency of market institutions.
Intermediaries: develop a strong and competitive environment for intermediation services.
Regulation: ensure a stronger and more facilitative regulatory regime.

Competitive advantage: establish Malaysia as an international Islamic capital market center.

Three years (2001-03)
Strengthen domestic capacity and develop
strategic and nascent sectors.

Two years (2004-05)
Further strengthen key sectors and
gradually liberalize market access.

Five years (2006-10)

Further strengthen market processes and
infrastructure to become a fully developed
capital market and to enhance international
positioning in areas of comparative and
competitive advantage.
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A few strategic CMP1 initiatives provided the momentum to expand the bond and sukuk markets:

a. Moving to a full-disclosure framework from a merit-based framework, shortening approval
to 14 days from the previous four or five months, thus accelerating time to market. The shift
from a merit-based regulation scheme'® was introduced once the SC felt that the investor community
had reached a certain level of maturity and capacity. The guiding principle of the disclosure-based
regime was that issuers or offerors of securities should provide investors with sufficient information
and disclosure pertaining to both business and financial aspects that enable them to make an informed
decision. The SC had actually transitioned between the two regimes in three distinct phases from 1996
to 2003 (Malaysian Securities Commission 2004).

b. Introducing the shelf registration plan, providing corporates greater flexibility to make multiple
issues of debt securities within two years, rather than have to seek approval each time. This plan
allows issuers to take advantage of prevailing market conditions and exchange rates, particularly in
interest-rate movements, thereby reducing their costs.

c. Establishing an MGS auction calendar to provide greater transparency and certainty. This helped
to establish benchmark yield curves facilitating price discovery. The authorities pursued several
initiatives aimed at improving transparency, liquidity, and efficiency in the government bond market
and consolidation with debt-management strategies. This also segued into an easing of investment
requirements on EPF (see item (4) below). The CMP identified the need for an active program to establish
and maintain a set of benchmark MGS issues, as well as to promote an active secondary market. That
would require allowing large issuance sizes, a maturity profile geared to the market served, and a regular,
transparent issuance schedule. The development of benchmarks would have to be supported by liability
management operations to reduce fragmentation and techniques to reopen on-the-run issues. Several
efforts under this initiative included the following.

1. Benchmark building: adding 15- and 20-year debt securities to lengthen the yield curve and increase
the breadth of long-term papers, as well as introducing switch auctions.

2. Liquidity: allowing regulated short-selling of MGS and corporate bonds to widen the repo market,
establish markets in futures and options, expand access to the over-the-counter (OTC) market,
and upgrading the payment and settlement system (this includes facilitating securities borrowing
and lending, as well as extending repo facilities to principal dealers to support their market-making).

3. Investor diversification: reducing market distortions by easing the investment requirements placed
on EPFs and liberalizing foreign-exchange rules to facilitate non-resident purchases and selected
tax exemptions."”

4. Transparency: publishing a detailed auction calendar (introduced in 2000) and enhancing the
automated auction system.

d. Gradually introducing new ABS products in 2000 and real estate investment trusts (REITs)
in 2005 as alternative asset classes. Following their recommendations of CMP1, guidelines for
ABS issuance were introduced in April 2000. The market had been boosted by a conducive
regulatory and legislative framework, with the latter based on common law. The SC had

15 Other jurisdictions were taken into account—Australia; Hong Kong SAR, China; the United Kingdom; and the United States—examined and adapted
to Malaysia's own requirements (Malaysian Securities Commission 2004).

16 Merit-based regulation required an issue or offer of securities to be subjected to a review of the merits of the investment by the regulators, including
a ruling on whether or not the offering was “fair, just, and equitable.”

17 Extensive market and wider economic data are widely available, not least because of the initiatives by the BNM to establish a “bond info hub.”
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collaborated with rating agencies, advisers, trustees, the legal fraternity, and investors before
finalizing the guidelines. It had also taken measures to expedite securitization transactions.

Building on the success of CMP1, CMP2 continued those initiatives between 2010 and 2020 to
continue developing the market. Under CMP2, broad strategies have been formulated to address
structural challenges and critical links that will create a conducive environment for private sector
intermediation and expand the debt capital market. These complementary strategies are expected to
instil confidence and integrity in Malaysia’s bond market while safeguarding the interests of investors
through strong regulatory supervision.

Securitization in Malaysia

Malaysia began its securitization journey with collateralized loan obligations (CLOs)
rather than mortgages, unlike most other advanced bond markets. The banking sector is
a large originator of financial assets, but it does not feature prominently as an active participant
in securitization. Following the post-AFC consolidation and fund-raising efforts, the banking
sector was well capitalized (with a risk-weighted capital ratio of 12.6 percent at the end of
2008 and a total capital ratio of 18.4 percent at the end of 2019). This standing gave them little
incentive to move assets to the off-balance sheet. As such, it was really because at the time of
inception of the ABS market, there was a fully functioning bond market which had also enabled
the securitization of restructured corporate loans and bonds, thus facilitating efficient capital
mobilization from the banking sector into the capital market.

By 2007, an estimated RM25.7 billion of debt securities had been issued (figure 22) under these
guidelines, thereby adding to the breadth and depth of the Malaysian bond market.

FIGURE 22. ABS Transactions Approved under ABS Guidelines
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Source: RAM, SC
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Today, that market gap is filled by real estate owners and non-bank-backed financing
entities, rendering commercial-backed mortgage securities and consumer loan
securitigation the two most active asset classes in the Malaysian market. Market activity
in recent years has been fueled by access to cheaper financing, given the higher ratings of
structured debt securities and limited bank funding for property assets. Cagamas also played
a major role in bringing landmark transactions to the market, underscored by its debt funding
experience. In this example, market engagement and open dialogue, led by a progressive
market authority, was able to advance market maturity.

Malaysia’s Capital Master Plan 2

CMP2 aims to transform the competitive dynamics of Malaysia’s capital market through the 2010-
20 period. It outlines growth strategies to address structural challenges and critical links to foster a
more diverse and innovative intermediation environment and nurture new growth opportunities.

Growth strategies to expand role of capital market:
Promote capital formation

Expand intermediation efficiency and scope
Deepen liquidity and risk intermediation

Facilitate internalization

o B Wb =

Build capacity and strengthen information infrastructure

Governance strategies for investor protection and stability:

Enhance product regulation to manage risks

Expand accountabilities as intermediation scope widens

Encourage a robust regulatory framework for a changing market landscape
Provide effective oversight of risks

Strengthen corporate governance

> @B WY =

Broaden participation in governance

Source: SC
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Financial Sector Master Plan and Financial Sector Blueprint

The main agenda of the FSMP had been to rebuild the banking sector after the AFC. The areas covered
include banking, insurance, and venture capital financing. Similar to CMP1, the FSMP and the Financial
Sector Blueprint (FSB) incorporated ways to establish a competitive, stable environment so that domestic
financial institutions could compete with foreign-owned institutions in an open market (table 5).

TABLE 5. Evolution of the Malaysian financial sector

Pre-AFC (1997)

Fragmented banking system with
77 domestic banks and 55 domestic
insurance companies

After Implementation of FSMP
(2010)

Consolidated and rationalized
banking industry, with 34 domestic
banks and 37 domestic insurance

companies

After Implementation of FSB
(2011)

Amended central bank mandate,
granting it the legal authority

to proactively advance financial
inclusion

Less-developed bond market and
over-reliance by corporates on bank
financing

Diversified financial sector with
deep and liquid debt capital market,
strategic alliances with foreign
institutions

Reduced use of cash and checks

in the economy through the
modernization and expansion of the
national payment infrastructure

Limited prominence of Islamic
finance

Robust surveillance, regulatory,

and supervisory framework,
strengthened corporate governance
and risk-management practices

Successful implementation of
financial inclusion strategies under
FSB

Rigid price mechanisms, gaps
in access to finance with limited
consumer protection mechanisms.

Efficient delivery channels for
financial products and services,
comprehensive consumer protection
framework

Internationalization of Islamic
finance and growing leadership in
the development of products and
services covering the banking and
takaful industries

Source: BNM, RAM, World Bank

The FSMP’s immediate objective had been to shore up Malaysia’s weakened banking industry. Preemptive
measures had been put in place, including the establishment of Danaharta, Danamodal, and the CDRC. Box
9 details the NEAC's strategy to stabilize and rejuvenate the Malaysian banking sector.
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Restructuring the
Post-AFC Financial System
and Corporate Debt

The AFC had destabilized the financial system. As local companies and consumers faced difficulties
in servicing their loans amid escalating interest rates, a sharp depreciation of the RM, and the
recession in the real economy, banks faced a steep spike in NPLs. The NEAC had estimated that
total NPLs in the banking system had inflated from 4.1 percent of gross outstanding loans at
the end of 1997 to 15.5 percent (or RM74 billion) by the end of 1998. It rose even further to 19.7
percent (RM100 billion) by the end of 1999. Public confidence needed to be restored to prevent
a run on banks. Moreover, several banks had to be recapitalized to prevent insolvency. Under this
scenario, a three-pronged strategy had been deployed to stabilize the banking system:

* Ensure that the recapitalization of the banking sector was commercially driven and that
investment decisions were made according to market-based principles.

* Take immediate action to address the NPLs and the recapitalization of affected banks, which
would have exerted pressure on both the financial system and the economic recovery.

* Avoid direct injections of government funds into banking institutions, which were deemed
undesirable and could have led to conflicts of interest in the future.

To restore public confidence, the government announced that it would guarantee deposits and
refrain from shutting down troubled institutions. Three new agencies were created to execute these
strategies: Danaharta to manage NPLs, Danamodal to recapitalize weak financial institutions, and
the CDRC to restructure corporate debts. Danaharta was established in June 1998 by BNM to buy
or transfer NPLs from banks, aid their recovery by providing new financing to viable businesses,
and promote the acceleration of economic activities.

Because the health of the corporate and banking sectors was interrelated, bank restructuring
could not be completed without restructuring corporate debts. BNM established the CDRC in
July 1998 to help restructure big corporate loans. The CDRC enabled borrowers and creditors
to agree on restructuring schemes without resorting to legal action, serving as an adviser and
mediator between debtors and creditors for each restructuring exercise. During its four years of
operation, the CDRC resolved 48 cases worth RM52.6 billion in aggregate debts, translating into
approximately 65 percent of the cases under its purview.
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Recapitalizing Malaysian banking institutions became the task of Danamodal, which BNM set
up in August 1998. Danamodal’s function was to assess the recapitalization requirements of
banks, undertake recapitalization exercises, restructure affected institutions, and monitor their
performance. The company received RM3 billion as initial seed capital and raised another
RM10.7 billion through selling bonds. By mid-1999, Danamodal had expended RM7.59 billion
in recapitalizing 10 banks. Danamodal restored the risk-weighted capital (RWC) of the banking
system to 13.2 percent in 2003 (it had been 10.1 percent in 1998).

Source: BNM press release, July 1998; NEAC, 1999

Other Policy Measures and Progress in Market
Intermediation

A recurring theme in discussions with market participants was the major contribution to bond
financing by tax deductions and tax waivers. As an example, tax neutrality implemented to support
ABS structures (in other words, to address the real-property gains tax on the sale of property in sale-and-
leaseback transactions) is necessary to create a level playing field for securitization. To encourage and develop
the Islamic finance industry, tax incentives were introduced to stimulate interest in sukuk financing as part of a
broader strategy to diversify products and capitalize on investors seeking shariah-compliant assets.

Market Deregulation and Progressive Liberalization Resulting
from Best Practices

Creating competitive and efficient markets is a key tenet of the CMP. This has led to the gradual
liberaligation of the bond market and the deregulation of certain guidelines that had been implemented
after the GFC. These include the SC's shift from a regime based on merit to one based on disclosure. A
regime based on disclosure was aimed at assisting capital market intermediaries to make decisions and
expedite time to market in a bid to lock in competitive pricing. It also emphasized accountability and
greater disclosure to improve transparency. The SC only fully switched over to the Lodge and Launch (LOLA)
Framework in June 2015 after it became satisfied that market preparedness had reached a sufficiently high
level. Under the LOLA Framework, formal approval is no longer required from the SC, thus allowing issuers
immediate access to the markets. The information and requisite documents are now lodged electronically
through the SC’s dedicated online submission system. A key consideration in the SC's decision was the level
of sophistication of market participants, their risk-evaluation skills, and their ability to undertake due diligence.
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The removal of mandatory ratings, though recommended in 2014 as a financial sector liberalization measure,
only took effect in January 2017. Prior to that, unrated bonds had to be held until reaching maturity. In 2015, the
gradual relaxation of this rule allowed the trade and transfer of unrated debt that had both been outstanding
for at least two years and sold to sophisticated investors. The cessation of mandatory rating enabled investors
to make their own decisions on risk pricing and capital allocation. The reduction in overall issuance cost should
lift issuance volumes and improve market depth by providing access to issuers without high credit ratings in
the future. Despite the removal of mandatory rating, rated corporate bonds and sukuk still accounted for 92

percent (RM53.7 billion) of total gross corporate bonds and sukuk issued at the end of 2019.

Malaysia as an International
Islamic Financial Center

Spurred by the success of the corporate bond market, the government and financial regulators
began enhancing the Islamic finance ecosystem, thereby putting Malaysia in the limelight as an
international Islamic finance center and the global leader in sukuk issuance. To incentivize an
already active corporate bond market, tax deductions for sukuk issuance expenses were offered
as an additional stimulus to increase the advantages of sukuk over conventional bonds.

As a result, the value of outstanding sukuk issued in Malaysia has posted an average annual
growth rate of 13 percent over the last decade, in contrast to just 4 percent for its conventional
counterpart. Market appetite for sukuk (represented by the yield difference between sukuk and
conventional bonds) and extra tax incentives has led to a steady rise in sukuk issuance from
both the government and corporate sectors. Outstanding bonds (government and corporate)
amounted to RM1.5 trillion at the end of 2019. Sukuk accounted for 63 percent or RM938.9 billion
of this versus 37 percent, or RM551.4 billion, for conventional bonds (figure 23).

FIGURE 23. Growth of Malaysia's Sukuk Market
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Malaysia’s successes in the Islamic capital market include the following:

e A global leader in sukuk. Supportive tax incentives have helped tip the balance of investor
preference in favor of sukuk and away from conventional issues. Malaysia still retained its
leadership in the sukuk market as of the end of 2019, commanding 34.5 percent of global
sukuk issuance.

e Malaysia ranked first by number of Islamic funds. Among 430 global funds, Malaysia is
first in terms of number of Islamic funds, valued at RM823.2 billion as of the end of 2019. The
country’s high rate of savings has greatly energized the growth of shariah-compliant Islamic
investment funds, a growth even further stimulated by the EPF's creation of a shariah fund
worth RM100 billion.

e A conducive environment for organic growth. Apart from strong regulatory supervision,
the development of Malaysia's shariah governance framework has created a base of diverse
shariah-compliant products and services, demand for which has brought greater progress in
development. Thomson Reuters acknowledges that Malaysia has the most globally developed
Islamic finance market. The SC's establishment of the Shariah Advisory Council (SAC) in
1993—and BNM and the courts now recognize the SAC's rulings as final and binding—has
boosted market confidence and provided the necessary oversight for shariah governance.

Source: BNM press release, July 1998; NEAC, 1999

Supporting Supply

The initiatives under the various Master Plans have boosted efforts to develop a sustainable debt capital
market available for use in driving Malaysia’s economic growth. As a result, funds raised by the corporate
sector through the bond and sukuk markets increased exponentially from RM19.8 billion by the end of 1997
to RM128.9 billion at the end of 2019. The bond market accounted for more than 87 percent of the funds
raised by the corporate sector by the end of 2019, with equities making up the balance..

Government Bond Issuance

MGS and Islamic government papers (MGIl) were naturally the starting point of creating investable
debt securities. Both instruments enabled Malaysia to fund public sector borrowing at competitive costs
while avoiding risks associated with foreign currency funding. These instruments also helped develop
the domestic bond market by creating a “risk-free benchmark,” as well as build a long-term yield curve
to allow reference pricing for longer-term instruments. Over the years, the government has progressively
increased the percentage of issued MGIl compared to MGS to fulfill the aspiration to turn Malaysia into
an international Islamic capital market center (a recommendation under CMP2). MGII has surpassed
conventional government issues (figure 24).
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FIGURE 24. Malaysia's Sovereign Sukuk and Conventional Issuances
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Corporate Sector Bond Issuance

Economic pump priming through infrastructure projects has been a boon to the Malaysian bond
market, as is evident from the exponential growth of the post-AFC quasi-governmental and corporate
sectors. Based on BPAM's classification method, the biggest bond issuers stemmed from the financial
services (end of 2019: 56 percent of total issuance), property and real estate (end of 2019: 22 percent), and
infrastructure and utilities (end of 2019: 5 percent) sectors (figure 25). The infrastructure and utilities sector
experienced two additional growth spurts in 2010 (a 73 percent increase) and 2012 (92 percent). Notably,
sukuk has become more mainstream, and the corporate sector has been increasingly leaning in favor of

sukuk to supply its funding needs (figure 26).
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FIGURE 25. Malaysian Corporate Bond and Sukuk Issuance by Sector
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Note: The spike in issuance by the financial services sector in 2019 was due to a large one-off issuance pursuant to a government-linked
company's asset rationalization exercise.

FIGURE 26. Malaysia's Corporate Sukuk and Conventional Issuances
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Well-Developed and Sizable Institutional
Investor Base

Malaysia has one of the most liquid debt capital markets in ASEAN, and it is characterized by a
deep institutional investor base. The breadth and depth of the Malaysian debt capital market reflect its
extensive base of investors that include large pension and provident funds, insurance and takaful companies,
and asset-management companies. The EPF, a small pension fund set up in 1951, has turned into the 13th
largest pension fund in the world (Willis Towers Watson 2019).

Intermediation through capital market products has enabled the matching of long-term, capital-
intensive expenditure with long-term liquidity provided by pension and provident funds, insurance and
takaful operators, and fund managers. These entities had been established by the government, with each
representing a critical role on the demand side (table 6).

TABLE 6. Malaysian institutional investors

EPF KWAP PNB
(Malaysia’s biggest (Malaysia’s second- (Malaysia’s largest fund
retirement fund) largest retirement fund) management company)
AUM RM839.6 billion RM136.5 billion RM298.5 billion
(end of 2018) (end of 2018) (end of 2018)
Of total investment assets,
49 percent consists of fixed- -
. . . . RM69.5 billion . )
Fixed-Income income securities, portfolio 6.5 percent consists of fixed-
. . . (40 percent of total . ;
portfolio contains shariah funds (37 . income instruments
. investments)
percent) and conventional
funds (63 percent)

Source: EPF Annual Report 2018, KWAP Annual Report 2018, and PNB Annual Report 2018.
Note: AUM is "assets under management.”

The strong demand for Islamic bonds is unique to Malaysia, backed by its large Islamic finance
industry that seeks shariah-compliant investments. Apart from dedicated Islamic statutory agencies
such as Lembaga Tabung Haiji (the Malaysian hajj'® pilgrimage fund), the demand for more Islamic investment
instruments is also in line with the banking sector’s foray into Islamic finance. Since 2005, Islamic banking
windows have been converted into full-fledged Islamic banks. With shariah-compliant investments in short
supply, sukuk yields have been more competitively priced than those of conventional securities. In 2005,
the AAA and AA spreads between conventional bonds and sukuk hit as high as 30 to 40 basis points across
tenures before ebbing to a range of five to 10 basis points in 2019. This is because the sukuk issuance
pipeline has eventually caught up with demand in the last 15 years (figure 27).

18 All Muslims are expected to make a pilgrimage to Mecca at least once in their lives.
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FIGURE 27. Credit Spreads and Yield Comparison between Conventional Bonds and Sukuk
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EPF’'s Mandate and Role
in Building Malaysia’s
Capital Market

Malaysia’s largest pension fund—the Employees Provident Fund (EPF)—was established in 1951
through the EPF Ordinance 1951 to safeguard the retirement savings of the country’s workforce.
The ordinance was replaced in 1991 by the EPF Act 1991 to liberalize investment regulations
and enhance withdrawal schemes. According to the EPF Act 1991, private sector and non-
pensionable public sector employees are obligated by law to make contributions based on the
prescribed monthly rates. This is similar to many defined-contribution schemes throughout the
world. While the EPF’'s mandate to manage retirement savings has been amended to include
allocations for healthcare, education, and housing, its core function remains the preservation of
employee pensions in the long run. The fund'’s position as Malaysia's single largest institutional
investor has not changed since its inception. It has been a key entity in the development of the
domestic capital market, thanks to its inherent preference for long-term investments.

Even though the EPF is a statutory bodly, its structure and remuneration scheme mirror those
in the private sector (the EPF is self-regulated through board supervision). EPF board members
include representatives from employee and employer groups as well as the government, along
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with professionals from the business and financial arenas. Members of the board and the
investment panel, including the chief executive officer, are appointed by the Ministry of Finance,
which facilitates strong government oversight of the EPF.

The EPF's prescribed contribution rates have been adjusted over the years to account for prevailing
economic conditions and gradually changing demographics. Statutory contributions have been
building up steadily during the last seven decades and further bolstered by the formalization of the
workforce, a steady shift towards the service sector, greater participation by female employees,
and sustained income growth. In the 1970s, EPF membership stood close to 2 million and is now
7.6 million as of the end of 2019. The limited withdrawal access combined with the steadily rising
mandatory contribution rate imposed on employees and employers protects the EPF's growing
asset base. EPF contributions as a percentage of GDP climbed from 20 percent in the 1970s to 57
percent by the end of 2019. Based on the fund's total asset value of RM870 billion as of late 2019
(figure 28), this makes the EPF one of the world’s biggest pension funds.

FIGURE 28. EPF's Assets
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The EPF’s strict withdrawal criteria (only 70 percent can be withdrawn before retirement) has
translated into a higher level of savings retention for the fund, thus enabling it to invest in
longer-tenured financing instruments. That said, Malaysia's ratio of gross domestic savings to
GDP has been trending downwards—from 50 percent in the late 1990s to approximately 30
percent now—partly due to the EPF’s less stringent guidelines that now permit withdrawals
for home purchases, investments in unit trust funds, and education. Although EPF Ordinance
1951 mandated the investment of up to 70 percent of the EPF’s funds in government securities,
this has been waived to facilitate portfolio diversification and address intermittent shortages
of government securities. Today, the EPF's investment composition is guided by its strategic
asset allocation (SAA) scheme, with the result that the fund’s returns consistently outperform
Malaysia's annual inflation rate (figure 29).
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FIGURE 29. EPF Dividend Rates versus CPI
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FIGURE 30. EPF's Asset Mix at the End of 2018
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Fund Management Industry

The fund management industry has expanded in tandem with the growth of the AUM of big institutional
investors and has been playing a critical role especially in the secondary market. Institutional investors
have been subcontracting out investment mandates to fund managers, even as investment-linked insurance
policies have been gaining popularity' (a related of which was the introduction of private retirement schemes,
or PRS, in July 2012). The funds in the market usually fall under the umbrella of collective investment schemes
(CIS) that can take the form of unit trusts, mutual funds, investment trusts, or other types of similar funds.

Based on market statistics at the end of 2019, AUM amounted to RM823.2 billion, almost all of
which was invested domestically. Investors contributing such funds under management mostly consisted
of unit trusts (59 percent), the EPF (16 percent), corporate bodies (10 percent), and wholesale funds (7
percent). In addition, 22 percent of AUM took the form of fixed-income instruments. Equities commanded
the lion's share (49 percent) of the asset mix, followed by money-market placements (20 percent), unit trust
funds (4 percent), and private equity (2 percent).

TABLE 7. Sources of funds under management

RM billion 2018 2019
Unit trust funds 426.2 4821
EPF 1121 131.4
Wholesale funds 65.0 58.1
Corporate bodies 731 80.7
Statutory bodies & government agencies 324 32.8
Others 21.5 19.6
Individuals 10.1 13.0
Private pension funds 4.8 4.0
Total AUM 743.6 823.2
Source:SC

Tax incentives applied to specific investment schemes have also influenced investment choices,
encouraging the development of different schemes in the fund management industry. Under the terms
of Malaysia’s 2019 budget law, for example, individuals can receive tax deductions of as much as RM3,000 for
investments in any PRS, children’s education (up to RM8,000 through the Skim Simpanan Pendidikan Nasional
savings plan), and life insurance premiums (up to RM7,000). Such tax incentives have helped increase the
number of CIS available in the market and have provided a stable source of demand for fund management.

19 In its media release on 2019 performance, the Life Insurance Association of Malaysia reported that in-force premiums for insurance-linked policies
had increased by 13.7 percent to RM20.7 billion.

70 Malaysia's Domestic Bond Market: A Success Story



Chapter IV: Further Advancements in the Post-AFC Bond Market: a Tipping Point

Foreign participation in the Malaysian bond market

Ownership of government bonds have been broadly constant over time. Social security institutions,
especially the EPF, have been long-term holders, and although the regulatory requirements have been
modified over the years, the EPF and other investors are constrained to hold government securities for
prudential reasons, which may potentially distort market rates. Since their holdings will mostly be accounted
for as held to maturity, these institutions will also contribute relatively little to secondary market activity.

Malaysia’s strong credit rating and inclusion in several global bond market indexes have helped
improve the liquidity of the sovereign bond market and attracted foreign investors. Malaysia's single-A
sovereign rating (one of the highest in ASEAN) and the inclusion of MGS in several global bond indexes—
the FTSE Russell World Government Bond Index (one of the most referenced benchmark indexes in 2004),
Barclay’s Global Aggregate Index, JPMorgan Emerging Market Bond Index, and Markit iBoxx Index, among
others—have drawn more foreign investors to its sovereign papers. Malaysia’s MGll is also included in the
Dow Jones Citigroup Sukuk Index, the Barclay’s Global Aggregate, the Asia-Pacific Aggregate Indexes, and
the JPMorgan Government Bond Index (Emerging Markets).

At the end of 2019, foreign investors constituted 38 percent of MGS holders (figure 31). The LCY investor profile
provides some measure of stability against significant capital outflows, given the depth of domestic liquidity.
Nevertheless, the Malaysian bond market remains susceptible to external shocks. MGlI has been predominantly
held by domestic investors since its inaugural issuance in July 1983 (figure 32). The disparity in foreign holdings
of MGS (38 percent) and MGII (5 percent) could be due to foreign investors’ unfamiliarity with MGll's shariah
financing structure, unlike domestic investors. Demand from local investors indicates a more agnostic nature,
given the high degree of standardization of common Islamic structures with conventional bonds.

FIGURE 31. MGS Holding by Investors
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19 In its media release on 2019 performance, the Life Insurance Association of Malaysia reported that in-force premiums for insurance-linked policies
had increased by 13.7 percent to RM20.7 billion.
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FIGURE 32. MGII Holding by Investors
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The authorities have sought to maintain a diversified investor base by encouraging the participation of non-
resident investors, who stand to bring a significant amount of liquidity. According to BNM, several factors
have encouraged participation by foreign investors, such as strong economic fundamentals, stable sovereign
credit ratings, attractive yields, the size of the bond and sukuk markets, attractive fiscal policies targeting foreign
investments, and the inclusion of sovereign bonds and sukuk in global benchmark indexes (table 8).

Any sudden flight of capital triggered by changes in interest rates or some form of crisis, though,
could lead to market volatility when there is the presence of a high foreign investor base. Malaysia
has been exposed to speculative flows, although the effect of these flows seems to have been absorbed by
the BNM bill market (when it was large in 2010-14) and the willingness of local subsidiaries of global banks
to buy bonds during a sell-off. Clearly, efficient mobilization of (sizeable) domestic savings into the debt
capital market can be helpful in moderating some of these risks by providing some degree of stability?. The
availability of an efficient foreign-exchange derivatives market is also important, given the relatively high
volatility of Malaysia's exchange rate.?'.

20 The spread is as much as 5 to 15 basis points (Lu 2018), although it may have narrowed since these figures were released. They also note that non-
resident holdings will have been affected by the shrinking weight of Malaysian bonds in JP Morgan’s GBI-EM indexes. Their weight has declined
by 5 percentage points in the last five years, reflecting relatively lower issuance by Malaysia, the exclusion of some the less liquid bonds, and
the introduction of new issuers, notably China. On the other hand, the promotion of Islamic bonds by the authorities has increased the foreign
ownership of Gll somewhat, leading to their inclusion in the GBI-EM indices.

21 Lu, Yakovlev and Grigorian discuss the impact of NBM’s measures in 2016-17 to develop onshore foreign-exchange markets (Grigorian 2019)
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TABLE 8. Factors influencing foreign investment holdings in Malaysia

Strong economic fundamentals
GDP growth of 4.3 percent in 2019, among the best
performers in ASEAN

Malaysia’s sound fundamentals characterized by economic
stability, supportive monetary and fiscal policies, and positive
economic indicators.

Attractive investment returns

Country’s sovereign rating of A- with S&P, backed
by positive yield differential compared to major
economies

Attractive yield pick-up since the market offers positive yield
differential in an environment of accommodative monetary
policy and low interest rates.

Deep and liquid bond market
Largest in Asia, ranked second after Japan as of the
end of September 2019

The depth and liquidity of Malaysia’s bond market and its
ranking among regional peers.

Further enhancement of liquidity and price transparency
through the primary dealer community’s provision of a two-
way pricing system.

No restriction in foreign investment
No imposition of minimum holding period or taxes
on income and capital gains

BNM'’s support of liberalizing the investment landscape
without imposing any minimum holding period, tax on interest
income, or capital gains, which is a boon to foreign investors.

Inclusion in various global benchmark indices
Inclusion of MGS and MGlI in notable global
indexes, promoting liquidity and visibility of
Malaysia's sovereign credit standing

Source: BNM

The promotion of foreign holdings of MGS and MGII through
including Malaysia's sovereign debt securities in various major
global benchmark indexes such as the World Government
Bond Index and the JP Morgan Government Bond Index.
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By contrast, the investor profile for LCY corporate debt securities (both Islamic and conventional
bonds) is diverse and encompasses domestic commercial banks, Islamic banks, and investment banks
(45 percent, collectively, as of June 2018). Foreign holdings of LCY debt securities remain small at only 7
percent (figure 33).

FIGURE 33. Investor Mix for Ringgit-Denominated Corporate Bonds
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Modernizing Market Infrastructure to Support
Efficiency and Transparency

Bond Information and Dissemination System

Often overlooked, the Bond Information and Dissemination System (BIDS) is the backbone that supports
trading, settlement, and the clearance of bond and sukuk trading. It is equally important in enhancing
capital market performance. In March 2008, the BIDS operated by BNM was replaced by the Electronic
Trading Platform (ETP)?2. BIDS, established in October 1997, was introduced to improve secondary market
transparency. The ETP, an initiative mooted by the NBMC, is managed by Bursa Malaysia to improve
transparency and liquidity, as well as to increase the efficiency of bond trading. For better information
dissemination, the ETP interfaces with other systems such as FAST and other information providers (such as
Bloomberg and Thomson Reuters).

22 Please refer to https://www.bursamalaysia.com/trade/trading_resources/bonds/electronic_trading_platform for more information.
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Public Access to Principle Terms and Conditions of Corporate Bond and
Sukuk Issuance

To promote information sharing, the SC has allowed the public to access—through its website—the principle
terms and conditions for all corporate bond issuances that have been approved. Full access to all issuance
documents, however, is limited to subscribed investors under Schedule 6 of the Capital Market and Services
Act of 2007. In November 2017, the SC consolidated the knowledge-sharing portal to Bond and Sukuk
Information Exchange (BIX) Malaysia, which was created to help facilitate the decision-making process
of investors (including retail). The BIX Malaysia platform promotes Malaysia as a global benchmark for
transparency. It also heightens market awareness by providing information to investors on primary and
secondary market bonds issued in Malaysia.

Bond Pricing Agency

A private sector initiative, BPAM was established in September 2004, ahead of the formal bond pricing
agency guidelines released in 2005%. It remains Malaysia’s only bond pricing agency that offers pricing and
information services exclusively on the ringgit bond market. BPAM'’s operations have expanded, helped by
strong support from market participants (that is, financial institutions, fund managers, insurance and takaful
companies, large GLCs and companies that invest in bonds). BPAM provides independent fair values for all
ringgit-denominated bonds and facilitates daily mark-to-market PDS valuation. It offers daily price coverage

on more than 2,500 International Securities Issuing Number (ISIN) bonds (government, quasi-governmental,
rated and unrated corporate bonds), as well as commercial papers.

23 Guidelines on the Registration of Bond Pricing Agencies, January 2005.
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Impact of Global Financial Crisis on Malaysia’s Debt
Capital Market

At the end of 2008 and early 2009, developments in the PDS market centered on the credit outlook of the
corporate sector, which led to the widening of credit spreads. As risk aversion heightened, yields—especially
those of lower-rated PDS (A ratings and below)—had risen significantly (figures 34 and 35).

FIGURE 34. Comparison of Five-Year Credit FIGURE 35. Yield Comparison Spread
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As a result of the decline in market confidence in A-rated papers, the government and financial
regulators set up Malaysia’s first financial guarantee institution, Danajamin, in May 2009. The
objective was to enhance the credit standing of corporates, which due to their stand-alone status, would
have difficulty accessing the domestic bond market. Regulated under the Financial Services Act 2013,
Danajamin is equally owned by the Ministry of Finance and BNM through Credit Guarantee Corporation
Malaysia Berhad. These factors, combined with its RM1 billion of paid-up capital and RM1billion of callable
capital, provided Danajamin with the necessary backing and credibility to execute its mandate. Since its
inception, it has enabled 42 companies from diverse sectors to tap the local bond market, guaranteeing
RM10.5 billion in debt securities as of the end of 2019.

Success is measured by Danajamin’s clients’ eventual ability to tap the bond market without any
guarantee, underlining a healthier credit profile. Market acceptance was initially tepid even though the
spread of Danajamin-guaranteed bonds had been wider than those of comparable AAA-rated guaranteed
bonds. The company was unfortunately perceived as providing bailouts to entities that could not tap the
bond market on their own. Despite Danajamin’s impressive pedigree, market education and sensitization
were still necessary in the beginning for instilling confidence and establishing a credible pipeline.
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The GFC had resulted in persistently low interest rates, thus driving investors to focus on yield growth
for better returns and prompting them to turn to unrated corporate papers. There is a distinction,
however, between unrated bonds issued by quasi-governmental issuers of high credit quality and private
entities of lower credit quality (figure 36). Rated private debt securities (PDS) and sukuk accounted for 71
percent (RM53.7 billion) of gross issuance as of the end of 2019, despite the removal of mandatory ratings in
2017. Concurrently, quasi-governmental debt securities were mostly unrated (85 percent or RM25.3 billion),
with many issues backed by government guarantees or with direct links to the government.

FIGURE 36. Rated and Unrated Corporate Sector Bonds
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In the private sector, new bond and sukuk issues in the last two years have been dominated by the
financial services sector (figure 37), even after accounting for one-off extraordinary issuances following the
asset rationalization exercise of government agencies. Infrastructure projects nevertheless continue to be
funded by Danalnfra, a key quasi-governmental bond issuer. Danalnfra was set up by the Ministry of Finance
in March 2011, to take on the mantle of an infrastructure financing entity for the government'’s infrastructure
projects. Given the government’s commitment to improve and expand Malaysia’s public infrastructure,
Danalnfra has remained among the top 10 corporate issuers in the last decade. Issues under Danalnfra are
classified under financial services to reflect its role as the government's funding conduit, thereby contributing
to the rapid increase in issuances from the financial services sector. As at the end of 2019, Danalnfra had
contributed more than a third of total quasi-governmental debt issues.

FIGURE 37. Issuance of Private Sector Bonds and Sukuk by Sector and Subsector

RM billion Total Issuances RM billion Infrastructure & Utilities
100 12
80 10
8
6 o
6
40
4
) in 2 Il
: il : im
Financial Property& Infrastructure  Other sector Water Transport Power Telecom
services real estate & utilities
W 2018 u 2019 W 2018 H 2019

1.Incl. Urusharta Jamaah Sdn Bhd MYR 27.55 bn one-off issue.
2. Detail on right figure.

Source: BPAM

78 Malaysia's Domestic Bond Market: A Success Story



Malaysia’s
Corporate Bond

Market:
Lessons Learned




Chapter V: Malaysia’s Corporate Bond Market: Lessons Learned

Capital market development and macroeconomic policies usually complement each other. The debt capital

market has been a growth catalyst that also provides long-term financing to the real sector, although it cannot

develop in isolation and must be carefully sequenced. The Malaysian experience offers a widely-applicable

road map of well-thought-out financial and capital market master plans—each spanning 10 years—with

growth at each stage that expedites development. The following are some of the developmental thrusts and

drivers that have supported the expansion of Malaysia’s corporate bond market:

An enabling environment. Malaysia’s journey reflects the need for sound policies and the creation of
an environment that produces macroeconomic stability and a sound legal framework as the foundation
for capital market development. A strong, stable economy supports a high rate of savings and stable
inflation can enable the development of fixed-income bonds (versus floating-rate bonds, as in many
other markets), which are more attractive to issuers when it comes to locking in financing costs. Malaysia’s
economic resilience has also been fostered by political stability. Despite changes in government
leadership, the development agenda has remained clear and consistent, with minimal derailment.

The danger of crowding out savings. The government and its financial institutions must leave room
for the real sector (for corporates, in other words) to operate. The need to finance the budget deficit
should not be allowed to consume the bulk of available domestic savings. Supported by its healthy
macroeconomic fundamentals and sound government debt-management strategy, the pricing of
Malaysian government securities has not only formed a reliable reference price for nongovernment
instruments, it has avoided rising to such a high level that it disincentivizes investors from considering
other investments.

A sizable domestic institutional investor base existed even before the start of Malaysia's journey into
bond market development. Policies that support the preservation of long-term savings and divestment
beyond government securities have been just as critical. The vast domestic pension fund created in
1951 (the EPF), remains key to the development of the local capital market. It was able to boast RM925
billion (roughly US$225 billion) in assets under management as of the end of 2019, thereby rendering it
one of the world's largest pension funds. The EPF’s governance and policy framework underscored the
preservation of critical long-term capital to enable the creation of assets with long maturities to match
its liabilities. Liberalization efforts also helped enable the creation of this nongovernmental bond market,
which, in its beginning, had to invest 70 percent of its funds in government securities. This rule was
waived in 1991 to diversify its investment portfolio and address intermittent shortages of governmental
securities. This represented a pivotal move in incentivizing the creation of new instruments and assets
for investors. The development of domestic insurance markets to complement the pension fund system
was likewise essential to support the growth of mutual funds and bond markets.

A well-regulated, stable, dynamic banking system. Banks play a critical role as providers of liquidity
and financing, key infrastructure (including payments and custodial services), and technical expertise in the
structuring, origination, and execution of capital market transactions. Banks also constitute the lion’s share
of issuance in the corporate bond market. The capacity of the central bank, BNM, to build a sound, stable,
and resilient banking system was a vital precondition necessary for the growth of the domestic capital
market. The central bank has executed its task well and has served as a bulwark protecting the local financial
system from economic ups and downs. Through the last 30 years, BNM has either led or collaborated with
the government and other agencies to support the growth of the Malaysian capital market.
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e. Government leadership, coordination among regulators, and proactiveness with all stakeholders.
One of the most striking features of the Malaysian experience is the government’s capacity to initiate
developmentin terms of establishing and supporting key institutions and intermediaries. The government
has also done well in encouraging private stakeholders to consolidate these initiatives, one good example
of which is the development of project bonds. Coordination among the relevant regulatory agencies has
also limited regulatory arbitrage. This collaborative approach has assisted with innovation. Additionally,
the cooperation of the government has safeguarded the sustainability of reforms.

f.  Sequencing of interventions is critical to ensuring the establishment of building blocks and necessary
preconditions. Policy drivers can then be initiated to sustain the growth and development of the market.
The authorities (the Ministry of Finance, BNM, and later, the SC) conceived a plan with sequenced
implementation based on meeting preconditions and the absorptive capacity of the markets and
institutions. For example: (1) Reliable and efficient market infrastructure for trading and settlement was
addressed very early on with the expectation that it could be continuously enhanced in the future, a
point often overlooked in market development; (2) Innovation and easing of regulations were undertaken
in a manner that reflected the level of market and investor maturity at that stage. The key issue was to
strike the right balance between regulation and market discipline, while providing leeway to private
stakeholders to innovate and develop products. Malaysian regulators usually begin with the former,
although they have progressively relaxed some policies and regulations.

g. Anchoring efforts on a national strategy or initiative can bring together various stakeholders in a way
that is independent of changes in political cycles. This includes the government’s vision and execution
plan along with a willingness to cooperate with private stakeholders. This ensures that financial sector
policies integrate with economic strategies to support issuers and the projects that come to the market.

h. Technical expertise and capacity building of financial regulators. The creation of a development
roadmap is by no means easy. Even more challenging, however, is the implementation of initiatives.
Regulators and policy makers must be equipped with the right technical expertise and resources to do
so. In the case of Malaysia, the SC, which had been tasked to spearhead the development of the domestic
capital market, benefited from utilizing existing capacity from the BNM that was so key in the nascent stages
of market development. Another advantage was the availability of local talent from the private sector.

i. Market inception and the debut of new instruments requires market incentives and legislative
support to succeed. Controversial issues such as tax waivers and stamp duty exemptions, regulatory
concessions, special dispensations, and mandatory requirements such as credit ratings often create
market distortion during normal times. It must be recognized, however, that such incentives were key
during the early stages of Malaysia’s market development. Tax incentives were initially used to encourage
bonds as a means of financing. Foregone tax revenue should be considered not a loss but an opportunity
to achieve greater financial market stability by diversifying funding sources and easing asset-liability
mismatches. In addition, we should also recognize the multiplier effect that can be achieved by financing
sectors—such as infrastructure—that can fuel economic growth. The intention is not to imply that tax
incentives will necessarily apply to all jurisdictions, but that tax regime utilization must be considered
a tool in the development toolbox. Distortions should be removed where a more level playing field is
required. This has been an issue in several neighboring markets where tax differentials have resulted
both in the success and inefficiency of different instruments. At least in the case of Malaysia (as in other
countries like Kenya, which has sold tax-exempt government infrastructure bonds), tax incentives and
waivers can play a material role in attracting investors. These financial incentives and requirements may
be removed once the market has reached a certain level of maturity.
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Standardization. A framework that standardizes instruments and the shelf registration issuance regime
and that consolidates shariah oversight activities into a single committee creates a cohesive approach.
This is where many other markets fail, because regulatory oversight is often fragmented across several
bodies. It is important for investors to be offered standardized products as much as possible.

A strong culture based on transparency and dissemination of credit risks and information. As a
key starting point for market development, Malaysian authorities focused on the need to understand
credit risk and ensure that the development of risk-based pricing be initiated at the outset. Malaysia
created a domestic credit rating agency in 1990 to equip investors with this capacity, followed by a
number of institutional innovations in subsequent years. Project-finance bonds were able to make their
debut at this time, now that an independent body with the right understanding and skill set to assess
credit risk for investors was available to grapple with the highly technical nature of such instruments. The
corporate sector also set up BPAM in 2004, which even now is the only local bond pricing agency that
offers pricing and information services on the ringgit bond market. BPAM provides independent fair
values for all ringgit-denominated bonds and facilitates daily mark-to-market securities valuation.

Although the Malaysian model is not a generic solution for all emerging markets seeking to attain a well-

functioning bond market, Malaysia’s experience and its pragmatic approach may provide some learning

tools that are broadly applicable despite the idiosyncrasies of other markets. Malaysia’s 40-year journey

is summarized in chart 3, which depicts a road map that has helped it attain a thriving domestic bond

market. Each building block defines the concerted efforts of the government, financial regulators, and key

stakeholders in arriving at where the country stands today.

CHART 2 Malaysia's journey in capital market development
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A constant need to evolve and develop. Although long-term financing through the bond market has made
great strides in the last four decades, the market still faces several constraints and challenges. Though
relatively developed among most of the EMDEs, Malaysia’s bond market continues to face major hurdles: the
limited breadth and depth of its issuer and rating bases, a declining level in trading activity and liquidity, and
a demand side that is still dominated by a handful of big institutional investors. This leaves much room for
further market development, particularly in regards to diversification, which needs to be the main objective.

The opportunity to further advance Malaysia’s bond market. The primary thrust of this report does
not focus on the reforms needed in Malaysian capital market, but nonetheless it is worth pointing out that
the challenges Malaysia faces are also occurring in other more developed markets. As such, this chapter
may serve to encourage more dialogue between regulators and policy makers on various initiatives and
recommendations with a view towards overcoming such challenges. As CMP2 approaches its sunset date,
it must be asked what the Malaysian debt capital market will need to bring it to the next level, which may
help revive the economy in the post COVID-19 world. Although some of the challenges stem from industry
reactions to market dynamics, they also reflect evolving prudential and regulatory practices, particularly
those initiated after the GFC in 2008-09. These are summarized in the following section.

The Consequences of a Success: New Challenges

a. Small risk appetite limited to minimum of AA-rated bonds. Investment-grade issuers handling
securitiesrated lowerthan AA have slowly but surely vanished. This scenariois attributable to (1) the ratings
cliff experienced by investors who had put their money into single-A-rated credits that consequently
became distressed in the early 2000s; (2) the poor performance of many underlying collateral loan
obligors in the single-A rating category; and (3) changes in accounting standards, regulatory guidelines,
and tighter regulatory oversight after the GFC, which had prompted financial institutions to shed risky
assets from their investment portfolios in favor of assets with higher credit quality. As will be discussed
later in this report, those factors resulted in unintended consequences for the market that, if not properly
managed, could have emerged as a source of risk. Significant or prominent downgrades often cause
knee-jerk credit tightening for lower-rated corporates. This reaction unfortunately becomes a prolonged
problem that never reverts, as has been seen in other relatively mature markets such as India.

b. Deal-size bias. The outsized portfolios of big institutional investors like the EPF (relative to the size of the
domestic market) and the investment limits imposed by their investment mandates have ensured tepid
interest in small debt issues. This disinterest has prompted arrangers to focus on larger issues, giving
preference to those exceeding RM250 million, a striking change from the pre-AFC average of RM100
million. This situation discourages corporates with smaller working capital or capital requirements from
tapping into the local bond market. The additional liquidity premium demanded by investors may also
make the issuing of debt papers cost more. Against such a backdrop, bigger conglomerates may be the
only ones that can access bond financing. With governments now struggling to cope with economies
overwhelmed by the coronavirus, financing the needs of SMEs through the bond market is an even more
urgent need now. Debt financing may well accelerate and mobilize financial and liquidity aid for this
vulnerable segment of the economy.
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Declining trading volume. The sheer size of big institutional investors further impedes the participation
of smaller investors and restricts secondary trading activity. Malaysia’s bond and sukuk markets are
characterized by large institutions such as big provident and pension funds, insurance and takaful
operators, fund managers, and financial institutions that tend to buy and hold long-term assets. The
paucity of market liquidity and the hold-to-maturity mentality of investors exacerbate the issue. Issuers
are mired in a vicious cycle of being unable to tap into the bond market due to the high premiums
attached to single-A- and BBB-rated credits and the stigma associated with being rated at those levels.
Price discovery is also lacking as BPAM adopts a mark-to-market pricing method based on last-traded
prices, leading investors to demand even higher liquidity premiums.

Other obstacles against market development include the more conservative post-AFC capital charge
regulations that compel market makers to become more risk-averse and the lack of foreign participation
in the local bond market. Inadequate familiarity with local corporate champions (not including GLCs),
a limited supply of credits deemed appealing on an international rating scale, and anemic liquidity are
commonly cited reasons that keep the Malaysian bond market off the radar of many foreign investors.

Between 2004 and 2018, the turnover volume of government debt securities declined markedly,
while that of corporate bonds remained somewhat stagnant (figure 38). Conversely, the outstanding
values of government and corporate bonds posted respective average growth rates of 9 percent

and 11 percent. This is attributable to waning turnover for government debt papers since
2011 amid better prospects for U.S. interest rates and concerns over Malaysia’s fiscal position.

FIGURE 38. Turnover Ratios of Government Bonds versus Corporate Bonds
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Issueswithtransparency,taxtreatment,andsettlement and custodyarrangementswereidentified
askeystructural factors affectingbond market liquidity, according to an Asian Bonds Online survey of
market participants who were asked abouttheir perceptions of the current state of the market. Some market
participants expressed concerns with hedging mechanisms, foreign exchange regulations, and investor
diversity. Similar concerns were expressed at a roundtable meeting of the Financial Markets Committee
(FMC) in May 20174, where market participants highlighted the need to encourage greater diversity in the
repoandderivative marketsthroughregulatory change and toimprove marketliquidity by introducingmore
hedging instruments, including short selling. They noted that further development of onshore hedging
would complement the liquidity in the secondary market, particularly at the longer end of the yield curve.

Developing secondary market liquidity is a challenge even in many advanced countries. The
authorities will no doubt want to continue exploring the scope for reform in areas identified by the
FMC. Developing liquidity (and the yield curve) in longer-term maturities will prove especially difficult
when that end of the curve is dominated, as seems to be the case in Malaysia, by long-term institutional
investors who are generally buy-and-hold investors. The authorities may need to address demand as
well as supply factors before greatly increasing 30-year issuances. The MGS and MGII markets are not
fully integrated, having two different investor bases, which itself risks fragmenting liquidity and will need
to be factored in when developing the strategies for the two market segments.

e. Unrated corporate bonds and sukuk may possibly distort the retail bond market by heightening
competition with more conventional retail products. Unrated debt issues have become increasingly more
popular in the past decade. From RM10.8 billion in 2010, unrated corporate sector issuances swelled
to RM74.6 billion by the end of 2019, with private sector issuances constituting 66 percent and the rest
comprising quasi-governmental securities (figure 39). The preference for unrated corporate bonds is
underscored by the cheaper financing costs associated with sukuk issuance, which translates into some
substitution of on-balance-sheet loans with unrated bonds. Bankers have sought to exploit the demand
for higher returns by marketing unrated corporate bonds from familiar issuers to their private banking
clients. Compared to other key economic sectors, the highest proportion of unrated private sector
bonds—61 percent in 2019—originated from the property and real estate sector, which contributed only
half of that amount in 2017 and 2018. This uptrend in unrated bonds renders Malaysia the polar opposite
of Singapore, which is encouraging credit ratings to improve transparency following its experience
with five defaulted retail bonds in 2016 (this incident involved securities worth almost S$1 billion).

Retail investors may not fully comprehend the underlying risk of unrated securities. With the swift
spread of the COVID-19 pandemic that brought commercial activities to a virtual standstill during the
movement control order (MCO), the performance of unrated quasi-retail bonds may become potentially
hazardous if a prolonged MCO comes to significantly affect the issuer’s business performance. Investors
must be wary of coupon deferments—the first indicator of financial distress—because many unrated
issues involve perpetual securities. Perpetual securities that face an immediate call date in the next
12 months will also face heightened refinancing risks. Mispricing risks is a possibility for such hybrid
capital instruments through which investors may seek higher returns. It may also mean inadequate
compensation for risks, especially when the perpetual securities fail to perform. Depending on the
extent of the fallout from the coronavirus and MCO-induced distress, this crisis may turn out to be the
first real test of the Malaysian bond market’s adroitness in managing post-default resolutions for retail
investors. Distressed credits in the domestic bond market in recent years have mainly been resolved
through workout arrangements and the restructuring of bond terms. The most recent default, formally
declared by bondholders in December 2019, involved a guaranteed bond issue.

24 See https://www.bnm.gov.my/index.php?ch=en_press&pg=en_press&ac=4392&lang=en/
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FIGURE 39. Rated and Unrated Corporate Sector Issuances
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f.  Limited traction for retail bonds. Retail investors are usually driven by yields or returns. Current
interest rates, which are presently low, and the SC’s conservative regulations limit the advantages
of Malaysian retail bonds. By contrast, India, Singapore, and Thailand (through mutual funds
and collective investment schemes) enjoy relatively higher levels of retail participation?. Retail
activity in these markets is supported by SMEs that carry comparable A- and BBB-rated yields.

Notably, BPAM and Bursa Malaysia have acknowledged the different behaviors of bond and
equity investors. Unfamiliarity with bond features and terms may constrain investor interest. To
develop retail bonds in Malaysia, the regulators launched the Exchange Traded Bonds and Sukuk (ETBS)
framework in September 2012 and listed its first bond in January 2013%. Its objective had been to kick-
start retail participation on the local stock market and promote greater retail access. The move had been
heraldedasastepintherightdirection. Through the ETBS, retail investors could access the market thathad
traditionally required considerable capital outlay. To date, only the RM300 million government-guaranteed
retail bonds issued in 2014 and Khazanah's AAA-rated RM5 million social-impact sukuk under Ihsan
Sukuk Berhad's retail tranche? launched in 2017 have been successfully listed and issuance fully taken up.

Financial literacy among market participants is still necessary. The SC's 2019 annual report
described how the five largest fund managers in Malaysia now account for almost 60 percent of the
fund management industry’s AUM, with total industry investments still mostly equity based. Even so,
this possession of a massive market share by a few may exert a distortionary impact on direct retail
participation. As of the end of 2019, individual investors accounted for less than 2 percent of managed
funds, despite an impressive 30 percent growth during the same year. Although the SC and Bursa
Malaysia have embarked on market education and product awareness campaigns, further work in this
area would support a stronger development of the market.

25 This could be influenced by other factors. In Thailand, any capital gain or loss may be offset against income tax payable, thereby making bonds
attractive investment instruments. In Indonesia, the stock exchange is a wholesale investor and sells to the retail market (at a margin).

26 Bursa Malaysia’s Exempt Regime also allows issuers to list their bonds or sukuk, but not trade. The listing under the Exempt Regime is intended for
profiling purposes.

27 Sukuk Ihsan also came with tax incentives to encourage retail participation.
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Inadequate compensation for supporting market intermediaries. Keener competition often leads
to inadequate compensation for transaction parties such as trustees and facility agents. With fees as
low as RM30,000 per annum, such compensation has compelled many bond trustees to focus on their
custodial business instead, which may be more rewarding. Low fees may also be making it harder to attract
talented human capital. The increasingly complex funding structures of project-finance and securitization
transactions, moreover, highlight the need to adequately compensate transaction parties (including those
at credit rating agencies) that undertake post-issuance monitoring. Fund managers, for instance, observe
a lack of recourse in cases involving a breach of covenants or cases where issuers fail to comply with the
bond or sukuk terms short of calling a default. This issue deserves attention because retail investors may
lack the resources that their institutional counterparts have in pursuing recoveries. In some developing
markets such as Costa Rica, whether due to the lack of a business model for trustees or because other
intermediaries assumed that role, the presence of trustees have diminished in bond market transactions.

As Malaysia has a predominantly wholesale bond market, it is not surprising that the Electronic
Trading Platform (ETP) is still underutilized. The ETP has primarily remained a post-trade reporting
platform, with bond trading still conducted over the counter (OTC). Interaction with market participants
points to the perception that the wholesale market’s trading culture remains in favor of the traditional
OTC method, while the retail bond market is still small and inactive. There are, moreover, still reservations
about buyer-seller credit risks. Introducing alternative (or enhanced existing) electronic platforms (several
models exist in markets such as Spain and the United Kingdom) can encourage greater competition, with
the possibility that one or more of them could emerge as the most efficient model. The commerecial
aspects will nonetheless continue dictating the ultimate outcome. Setting aside the requisite shift in
mindset for wholesale bond market players in transitioning to electronic trading, the retail market is still
small, thus reducing the appeal to and commercial returns for potential debutantes.

Refining institutional arrangements in the government debt market. Despite the responsibility
of debt management functions?® being split between different departments and ministries (including
BNM), Malaysia has still been able to successfully develop its domestic government debt market. This
has been reflected in a well-formed long-term yield curve benchmark offering different maturities and a
diversified institutional base. Having said that, there has been no published debt management strategy
(DMS), and all market-related decisions have been left to the BNM. This includes decisions to cut off
the auction of securities, which would need to be consistent with and conditioned to BNM's monetary
policy objectives. Though the domestic government debt market has indeed been functioning, there
is certainly room for further improvement, particularly relating to creating a debt-management office
(DMO) as mooted in 2019%. In the last decade or so, a consensus has emerged among policy holders
and market practitioners that there needs to be a separate autonomous division within the Ministry of
Finance to properly manage debt-management policies and decisions, especially in instances where
time has allowed to develop sufficient capacity within the ministry.*

28 These are domestic and external financing, bilateral and multilateral financing, debt analysis and reporting, settlements and accounting, and

29
30

contingent liabilities and fiscal risk analysis.
See https://www.thestar.com.my/business/business-news/2019/05/15/govt-sets-up-debt-management-office-to-strengthen-fiscal-position/ .

Best practices, international comparisons, and different market practices can be found in IMF and World Bank. 2001. Developing Government Bond
Markets: A Handbook. Washington, DC: World Bank Publication
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Reigniting a Stagnant Market: Some Policy
Considerations

To bring the industry to the next level may mean returning to the beginning. It could be useful to
replicate some of the practices used to strategically develop the market in the early years. Setting up a
national bond and sukuk market committee, for example, could be a useful avenue toward agreeing and
collaborating on the next steps needed to overcome some of the current challenges. It would be advisable,
however, that this committee consist of representatives from the government, financial regulators, investors,
rating agencies, and other stakeholders. The objectives of the committee should include the creation of
a marketplace for investors with more aggressive risk appetites, the Infrastructure Trust Fund, spin-offs
from the SC's sustainable and responsible investment (SRI) road map, and the further development of the
sovereign bond market.
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a. Further developing the sovereign bond market. Diversifying the investor base and exploring alternatives
based on global markets will be vital to developing the sovereign bond market. As illustrated in figure
38, even liquidity and trading in the sovereign bond market has been affected. The government could
explore ways to broaden the investor base for sovereign bonds, focusing on the retail segment and
including a captive pool of funds (cooperative and religious trusts, for example). Options may include
exchange-traded funds (ETFs) equipped with more innovative instruments such as the issuer-driven
ETF recently introduced in Brazil*'. Such products have helped improve the liquidity of sovereign bonds
in the secondary market for on-the-run and off-the-run bonds while broadening the investor base to
include participants that have never invested in exchange-listed products. The World Bank has mooted
this, which is now in the inception stage in other Latin American and Caribbean countries. A product like
this bodes well for more mature capital markets, including Malaysia, which is well poised to launch it.

Setting up a debt management office (DMO) in the Ministry of Finance in line with international
best practices. Given the present fluid circumstances and the unprecedented repercussions of the
COVID-19 pandemic, uncertainty looms over the size of potential global government budget deficits.
The BNM has been the dominant government influence in the design and execution of formal debt
management policies on the government’s behalf. Implicitly acknowledging this shortcoming, the
government established a high-level Debt Management Committee (DMC) in early 2019, deciding to
form a debt management office (DMO) at the Ministry of Finance. A functional DMO is present in
advanced countries, as well as in many emerging countries (Brazil and Hungary, for instance). The DMO'’s
responsibilities and organizational arrangements have been outlined, but it is yet to be fully staffed. An
early task should be the preparation and publication of a debt management strategy that will provide
a strategic framework for issuance over the next three to five years. The DMO will need to develop the
capacity to take over most front-office functions and debt market interaction from the BNM. Though it
may not seem apparent how this will contribute to bond market development, a better-integrated DMO
would function within the Ministry of Finance to manage debt-issuance strategies with explicit benefits
such as continuous benchmark building and diversification of investors, which will have the implicit
upside of a more cohesive approach to addressing debt sustainability and debt management issues.*

b. A marketplace for investors with appetites for A- to BBB-rated Issues through a new, regulated
platform for guaranteed and credit-enhanced funds.

Demand drives supply. Low interest rates are increasingly driving more investors to go down the credit
curve for yield pickup. The consequently heightened risk exposure necessitates an acceptable risk
premium to seal the deal, with commercially driven terms to protect investor interests.

31 See https://www.worldbank.org/en/topic/financialsector/brief/idetf#:~:text=The%20Issuer%2DDriven%20ETF%20is, advancing%20
public%2Dsector%20development%20objectives/

32 Maintaining a distinction between these functions will be important. The output of debt sustainability analysis (DSA) is an input into fiscal policy,
whereas the DMS focuses more on the composition of the debt portfolio and the trade-offs between cost and risk within it. The analyses are related,
and many of the same people, data, and tools will be involved, but the DSA should normally be led by the macro-fiscal function, not the DMO.
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Market feedback indicates that the bulk of unrated corporate bonds are perceived to fall within
the A to BBB categories, with most secured by collateral to make them bankable. The wide trading
spreads of illiquid credits in this range suggest that this subject requires more than a market-led approach.
A similar move was initiated for the equity market when the government established ValueCap Sdn
Bhd in 2002 to stimulate market activity.®® This is also currently a model taken by regulators at the U.S.
Emergency Stabilization Fund (Secondary Market) and the Republic of Korea’s Bond Market Stabilization
Fund in light of the tightening of liquidity in domestic financial markets during the COVID-19 crisis. The
proposal for a market maker may provide solutions to overcome initial investor inhibitions against such
credits by directly addressing the main obstacles as follows:

* Enhanceliquidity andimprove price discovery by underwriting trades (in the absence of credithedging
mechanisms in the market) to promote secondary trading, thereby encouraging more participation.

* Once greater participation and more competitive bids occurs, narrow the current price cliff for
A-rated papers, and in turn, attract more issuers seeking to broaden their financing horizons.

® Rejuvenate interest and reignite a less risk-averse investment culture to rebuild confidence in the
performance of this range of credits.

The market maker could also support the process by providing a transparent market platform
to directly match potential investors with potential issuers. As much as the platform should
allow for disintermediation and access to funding at a lower all-inclusive cost, the issuance may still
require an intermediary such as bankers and boutique financial consultants to facilitate the process,
together with rating agencies as an independent party to monitor the issuer’s credit profile to safeguard
investor interests. This form of direct intervention can be reviewed and gradually withdrawn once the
commercially viable segment of the market has been attained. Be that as it may, market-maker models can
be costly, so significant design considerations and an appropriate sponsor or manager will be required.

Designated Market Makers for the Retail Market

Unless principal dealers take on more risk and large institutional investors trade more actively,
the challenges against market liquidity and the limited market access of lower-rated issuers will
persist. [t may be opportune to question whether qualified fund managers, who may not be bound by
regulatory capital limitations, can be designated market makers, even though they are restricted to only
creating a more active secondary retail market. Their interest in daily fixedincome prices suggests that
there may be a better alignment of interests in facilitating trading and greater price discovery relative
to wholesale traders. If regulators can structure the appropriate legislative and policy reforms, it could
galvanize the currently lethargic retail bond market in Malaysia. An exchange trading fund or other
mutual fund vehicle might avoid this problem, although several countries have preferred to develop
separate and simpler instruments designed and marketed specifically to the retail sector.

33 ValueCap announced that it will cease business operations by September 2020 after a strategic review by its shareholders (Khazanah Nasional,
PNB, and KWAP).
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34

35

Creation of new instruments and vehicles
Loan Funds

Though Malaysia has been known for its innovation in equity crowdfunding for SMEs,3*
debtfinancing for SMEs in the capital market remains nascent. For most Advanced Economies,
SME loan funds are still a relatively new asset class and thus still of limited size, but interest in them
has been growing. In the United States, a special type of SME loan fund, the business development
company, was created in the 1980s precisely to assist in SME financing. In Europe, the phenomenon
of SME loan funds is more recent, and in some cases, it has required changes to laws and regulations.
Credit loan funds need to be developed with supporting guarantee and liquidity facilities, but as with
receivables funds, the emergence of SME loan funds seems to require that the mutual fund industry
achieve a certain level of development. Furthermore, it requires a higher level of sophistication of fund
managers, or at least fund managers with a skill set similar to that of credit officers, all of which Malaysia
possesses. This fund would be in line with the expansion of financial inclusion by governments and
regulators for SMEs, along with fintech solutions®. Given the riskier nature of such underlying credits,
guarantees and credit enhancements or liquidity facilities will be needed to satisfy investor risk appetite.
In light of the presence of strong institutions that may assist in these areas, the market could consider
custom structures with senior and subordinated portions for critical capital market participants.

Institutional investors and their current investment regimes and guidelines also need to be
considered. Consensus has to be reached with the investment community to accept new products and
higher risks. An overly prescriptive regulatory regime that dictates the types of alternative investments
or products allowed may also muzzle financial innovation and offer little incentive to regulated entities to
assume more risk in their books. Such a regulatory regime will inhibit diversification options for domestic
investors relative to foreign markets, although this will have to be balanced with market stability.

Infrastructure Trust Fund (ITF)

ITFs: an alternative vehicle for the recycling of capital and mature operating assets. etting up an
ITF may provide an alternate solution to dialogue on toll-rate reductions or nationalization, with the ITF
adding to a possible expansion of products in the market. Aspects of Malaysia’s infrastructure industry—
from the abolition of toll collections to government buyout of toll roads— has increasingly become used
as a political tool. In this regard, an ITF may be a plausible solution. As several trust structures have been
attempted such as real estate investment trusts (REITs) and exchange-traded funds, it may be time to
explore expanding the repertoire.

The SC has since registered seven equity crowdfunding platform (ECP) operators in Malaysia, a move that has provided a much-needed avenue for
microenterprises and SMEs to raise early-stage financing from a wide base of investors. In particular, 49 percent of the funding raised through ECPs
was for amounts below RM500,000 (US$125,000), suggesting that startups and small companies are the main organizations raising funds through ECPs.
See http://documents.worldbank.org/curated/en/270221582271669731/pdf/Capital-Markets-and-SMEs-in-Emerging-Markets-and-Developing-
Economies-Can-They-Go-the-Distance.pdf/ .
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An ITF permits the monetization of concessionaire assets, a key value proposition for toll road
owners to unlock their balance sheets and ease gearing levels while providing a new investment
vehicle for investors. This approach, however, entails owning a capital-intensive, long-term asset.
Historical events and public and political pressure may have prevented some toll concessionaires from
being able to raise their tariffs. This has exacerbated fiscal pressure on the government to compensate
them, since there are clauses embedded in most concession agreements to protect investors and
stakeholders from reductions in toll revenues anyway. The sale of shares from the ITF may be offset
against some of the amounts owed to toll concessionaires.

The option of listing the ITF enables retail investors to participate in government-owned
investment vehicles. As an ITF investor, the public may be more receptive to toll rate increases. Retail
investors are likely to be toll road users and should receive dividends or returns on their investments.
Because the ITF can be open-ended or closed, the structure promotes a liquid public market where
investments can be bought and sold through the exchange, thereby promoting secondary trading.
Similar structures have proven successful in emerging markets such as India, where ITFs are an avenue
for monetizing infrastructure assets and attracting a wider pool of investors. There has also been, for
example, active investment by large Canadian pension funds through such instruments.

Promotion of Municipal Bonds and Sukuk

Despite Malaysia’s 148 local authorities, there has been no new issuance by municipals since the
sole issuance in 2005. Decentralization of borrowing authorities to substate levels and city councils
will promote transparency, independence, and self-discipline in sustaining operations. It will also be in
line with the United Nations’ sustainable development goals (SDGs) for government finance. With rapid
urbanization, the government can no longer continue paying for public investments by raising taxes or
borrowing from local and international markets. Municipal bonds and sukuk can serve as alternative
source of funds to reduce the burden on federal government finances.

The viability of local authorities fulfilling their own funding needs requires careful consideration. Given
their limited financial autonomy beyond the collection of property taxes, the ability of municipal
governments to efficiently collect and maximize their capacity for taxes and assessments will support the
underlying credit strength of the entity. Distribution among commercial and industrial properties and
residential households must also be considered, given that tax collection returns from the commercial
and industrial sectors are generally higher than those from individuals.
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d. Spin-offs from the SRI road map. Malaysia became a front runner in sustainable and responsible
investing when it introduced the world’s first SRI sukuk framework in 2014. The SC's forward-looking
adoption of SRI preceded the launch of the SDGs, announced in January 2016. The regulators’ vision of

reinforcing ethical conduct in the debt capital market to encompass socially responsible objectives had
beentimelyand commendable. The SRI Sukuk Framework has become acomprehensive road map to guide
future market conduct with global movements, a trend that sets Malaysia apart from its regional peers.
The United Nations Principle for Responsible Investment (UNPRI) is an independent global movement
that tracks and encourages global investors to sign on to its internationally recognized principles. By the
end of April 2018, the AUM of its signatories had amounted to US$82 trillion. With this amount set aside
solely for SRl investments, there is now a race among financial hubs to promote market-based instruments
linked to green investment; environmental, social, and corporate-governance investments; and SDGs in
bonds, sukuk, equities, and unit trusts. Malaysia has issued green bonds and sukuk, and the agenda
for sustainable finance should continue. Other markets have moved further, for example, Blue Bonds in
the Seychelles or more challenging assets such as investor participation in climate adaptation projects.
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Given Malaysia's level of capital market development relative to the rest of the region, it could aim to
become one of the leaders of this movement. The progress achieved in Malaysia’s SRI arena is already
ahead of many of that of its peers. In November 2019, the SC unveiled the Sustainable and Responsible
Investment Road Map for the Malaysian Capital Market (SRI Road Map).*¢ As the first country to launch
the SRI Framework in 2014 and green sukuk in 2017, Malaysia’s position as a leading SRI hub in Asia is
cemented by the SRI Road Map. RAM Sustainability, a private entity, is the first ASEAN-based provider
of sustainability ratings and second party opinions.?” The SRI Road Map acknowledges that in the pursuit
of economic growth, growing populations, urbanization, and consumption will bring greater pressure
on limited natural resources such as land, air, and water. Amid the extended COVID-19-induced global
lockdown, industry observers have noticed adramaticreductionin air pollution levels. Reigniting economic
growth will nevertheless have to be prioritized over the pursuit of sustainable or ESG goals, at least for now.

Investors such as EPF can take a leadership role and influence how fund managers and investee
companies integrate sustainable finance aspects into their business and investment framework.
Beyond assessing investment risks and returns, ESG discussions that relate to, among other things,
employee welfare and labor relations, enhanced supply-chain management to ensure business
continuity, and a sharper focus on stakeholder engagement will hopefully gain more prominence.
Major institutional investors and capital market participants like the EPF and Khazanah—both UNPRI
signatories—can play a more meaningful leadership role in driving such changes domestically and
globally, given their sheer size and maturity. They may also provide the impetus for the rest of the
market to follow suit. Institutional investors in high-income economies and emerging markets are
incorporating SRI frameworks into their investment guidelines or allocating capital to such segments.
A Bloomberg study of asset managers in Singapore and Kuala Lumpur conducted in August 2019 and
April 2020% found that while 67 per cent of Malaysia’s investment community believes that portfolio
decisions guided by environmental, social, and governance (ESG) factors will perform as well as or
better than regular investments, only 58 per cent of asset managers in Singapore were as bullish. More
importantly, 72 per cent of Malaysian asset managers said that they have incorporated ESG factors into
their investment processes. The survey also found that a quarter of asset managers in Malaysia had
developed their own internal ESG scoring models. This presents an opportunity to push the agenda
further given the strong interest of the demand side domestically.

36 Referto the SC's Sustainable and Responsible Investment Road Map for the Malaysian Capital Market, November 2019, at https://www.sc.com.my/api/
documentms/download.ashx?id=89dealab-f671-4fce-b8e4-437a2606507c/.

37 Itwas also ASEAN's first registered observer to the International Capital Market Association’s Green Bond Principles, Social Bond Principles, and Social
Bond Guidelines. In addition, it sits on the advisory council of the GBP and SBP Executive Committees.

38 See https://www.eco-business.com/opinion/in-asia-finance-may-be-the-most-effective-weapon-in-the-climatefight/.
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Chapter VII: What’s Next for Malaysia’s Bond Market Agenda?

Malaysia’s 40-year journey in the development of its debt capital market has faced demanding
challenges such as the AFC and GFC. After years of concerted and coordinated efforts, it has emerged
as Asia’s second-largest bond market in terms of outstanding value, and it has both contributed to the
country’s growth and helped sustain it through volatile times.

The robust market, as exemplified by the steady issuance of public and private sector bonds and
sukuk, highlights the success of the Malaysian government and its regulators, together with its
market stakeholders. One of the most critical lessons is that the coordination between financial sector
policies relating to domestic bond market development and the national development plan has been
instrumental in allowing Malaysia to continue meeting its transformation goals on the road to becoming a
middle-income country. The history of Malaysia’s capital market development has highlighted the critical,
necessary role which commitment and coordination between the real and financial sectors plays. It is, for
instance, no mean feat to have created the macroeconomic conditions and political stability that is so often
missing in many markets which are striving to build their domestic bond market.

Addressing the current challenges of Malaysia’s domestic bond market could significantly enhance
the financial sector tools to support the post COVID-19 recovery. Like most EMDEs of similar market
maturity (countries like Brazil and India come to mind), the key question is how to move the market to the
next stage. Many countries are looking to leverage technology such as fintech to increase efficiency, achieve
economies of scale, and utilize opportunities to access a new, wider pool of retail and informal investors
outside the traditional ranks of sophisticated institutional investors. Anchoring this requires Malaysia to
commit to sustainability and understand the role that the vibrant and large domestic debt capital market can
play. Recent catastrophic climate events and the COVID-19 crisis have highlighted the pivotal role that debt
and sukuk markets continue to play as a protective bulwark shoring up the country’s financial health. Further

efforts to use the domestic bond market to support sustainable development goals, therefore, will surely
elevate Malaysia’s market to that of its advanced global peers who have taken great steps to put sustainable
finance at the forefront of their agendas.
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SN LA Chief Executive Officer

Ms. Rohaya Muhammad Yusof

Employees Provident Fund Chief Investment Officer

. Mr. Rangam Bir Mr. Lee Kok Wah
il liEr N Chief Executive Officer Chief Financial Officer
Mr. Suresh Menon Mr. Wan Abdul Rahim Kamil
Independent Experts " o
Consultant Securities Commission Consultant

Ms. Faridah Bakar Ali
NIEEEITEL BEET Chief Financial Officer

Dato’ Ahmad Fuaad Mohd Kenali
Malakoff Berhad Chief Executive Officer

Maybank Berhad Ms. Adoni Mastura Mohamed Idris Mr. Odie Lee

Head of Global Markets Group Corporate Treasurer
Ms. Sarina Dalik Mr. Tengku Ariff Azhar Tengku Mohamed
M ki Bank
aybank Investment Ban Director Head, Debt Capital Market
NewParadigm Capital Markets Sdn Ms. Charanjeev Singh Mr. Danny Kwan
Bhd Managing Director Executive Director
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Company or affiliation Meeting participants

Mrs. Noor Hazama Fadhilah
Director, Large Value Payments and Ms. Ariya Ng
Securities Services

Payment Network Malaysia Sdn Bhd
(PayNet)

Principal Asset M . Ms. Janice Loh
rincipal Asset Managemen Chief Credit Officer
Mr. Chong Kwee Siong
RAM Holdings Berhad Senior General Manager, Group
CEQ's Office

Mr Kamarudin Hashim

Malaysia Securities Commission . .
Executive Director

-, o Mr. Abdul Jalil bin Jamadil Akhir Mr. Zureen bin Zubir
UKAS, Malaysia’s Public Private . ) ) . . .
) ) Senior Director of Policy and Director of Policy and International
Partnership Unit i . ) : )
International Relations Section Relations Section

Dato’ Yeoh Seok Hong

YTL Power International Berhad . )
Managing Director
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Appendix 2:
Summary of Key Policy Actions

TABLE 9. Regulatory framework initiatives introduced by the government and regulators

Date Regulatory framework initiatives

Jan 1989

Jan 1990

Mar 1993

Sep 1993

Jul 1999

Jul 2000

Feb 2001
Apr 2001

Oct 2001

Mar 2003

Introduction of The Guidelines for the Issuance of Private Debt Securities to ensure the orderly
development of the market and to protect investor interest.

Code of Conduct and Market Practices for Scripless Trading in the Malaysian Securities Market
introduced to establish the basic market rules.

Establishment of SC following the government’s decision to develop a more focused regulatory
authority for Malaysia’s increasingly sophisticated capital market.

Khazanah incorporated under the Companies Act 1965 on September 3, 1993 as a public limited
company. It commenced operations a year later. Except for one share held by the federal lands
commissioner, the entire share capital of Khazanah is owned by Minister of Finance, Incorporated, a
body created pursuant to the Ministry of Finance (Incorporation) Act 1957.

Khazanah assumed a custodial role in managing the government'’s commercial assets, as well as
investing in strategic and high-tech sectors. Under the refreshed mandate of 2004, Khazanah took
on an expanded scope and adopted a more active investment approach, which includes enhancing
the performance of its existing core holdings while seeking opportunities in new economic sectors
and geographical locations.

Introduction of the Code of Conduct and Market Practices for Malaysian Scripless Securities Market
Under the Real-Time Electronic Transfer of Funds and Securities (RENTAS) System to facilitate
conversion from the deferred net settlement protocol (SPEEDS) to the RENTAS system.

The SC became the single regulator for all fund-raising activities following amendments to the
Securities Commission Act 1983, the Companies Act 1965, the Banking and Financial Institutions
Act 1989, the Futures Industry Act 1993, and the Securities Industry (Central Depositories) Act 1991.

The controller of foreign exchange issued the Exchange Control Guidelines on the [ssuance
of Private Debt Securities for Lead Arrangers to ensure compliance with the exchange control
conditions and requirements under the new regulatory framework.

The SC announced PDS Guidelines.

Launch of CMP1 and FMS.

The SC issued The Guidelines on Asset-Backed Securities.

New rules were issued on FAST, BIDS, and RENTAS, superseding those issued in 1999.

The Malaysian capital market entered the final phase of its shift from a meritbased to a disclosure-
based regulatory (DBR) framework for fund raising.
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Dec 2003 The SC released The Guidelines on the Offering of Structured Products.

BNM liberalized its foreign-exchange regulations, allowing multilateral development banks (MDBs)
or multilateral financial institutions (MFls) to issue ringgit-denominated bonds in the domestic

Apr 2004 market. These bonds carry zero risk weight under the risk-weighted capital ratio framework and allow
deduction from eligible liabilities for the computation of statutory reserve requirements. For resident
insurers, these bonds qualify as low-risk assets to support their margin of solvency.

Jul 2004 The SC issued The Guidelines on the Offering of Islamic Securities.
Mar 2005 The SC issued The Guidelines on Real Estate Investment Trusts.
Nov 2005 The SC issued The Guidelines for Islamic Real Estate Investment Trusts.

Source: Bond Info Hub, BNM

Note: The list only highlights key milestones which RAM deems pertinent in our analysis for the report.
Please refer to the Bond Info Hub website for the full list.

TABLE 10. Infrastructure initiatives introduced by the government and regulators

Date Infrastructure initiatives

Establishment of Cagamas with the objective of promoting the development of a secondary market

Dec 1986 by purchasing home mortgages from primary lenders and issuing debt securities.

Jan 1989 BNM introduced the Principal Dealer System and an auction system for government securities.
Nov 1990 Establishment of RAM as Malaysia’s first credit rating agency.

May 1992 Mandatory rating for all domestically issued debt securities.

Oct 1995 Establishment of MARC, the second domestic credit rating agency.

The primary market auction process for government securities was automated with the
Sep 1996 implementation of FAST. This has increased the efficiency of the tendering process and eliminated
potential disputes that may arise from the bidding process.

BIDS was set up to promote awareness of the bond market in support of both primary and

Sep 1997 secondary trading.

Jul 1999 RENTAS replaced SPEEDS to enhance liquidity and reduce settlement risks.
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The Government Securities Auction Calendar for 2000 was announced in line with the government's
Mar 2000 efforts to develop the Malaysian debt capital market. This calendar enhances transparency and
facilitates the formulation of investment strategies by investors.

Introduction of the Islamic Interbank Money Market as a source of information on domestic Islamic
financial instruments, as well as a means of facilitating investment decisions and building public
Sep 2004 confidence in their investments.

BPAM was established to support proper dissemination of bond prices and thetransparency of the
pricing mechanism. RAM initiated the creation of BPAM.

Source: Bond Info Hub, BNM
Note: The list only highlights key milestones which RAM deems pertinent in our analysis for the report.
Please refer to the Bond Info Hub website for the full list.

TABLE 11. Timeline of the government’s privatization agenda

Date Fiscal and financial incentives

1981 Establishment of the Malaysia Incorporated Policy.
1983 Launch of Privatization Policy.

Launch of Guidelines on Privatization which detailed the objectives of the policy, the method of

1985 e . . .
privatization, and the implementation mechanism.
1991 Launch of Masterplan on Privatization to explain the policy and strategy for privatization.
2009 Establishment of the Public Private Partnership Unit (formerly known as the Privatization and Private

Finance Initiative Unit).

Source: Public Private Partnership Unit, Ministry of Finance Malaysia
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