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Introduction

The capital market in Malaysia has undergone aro- :
bust development sincethe late 1980s. The delisting :
of Malaysian and Singaporean companiesfrom their :
respective stock exchanges at the end of 1989 was :
amilestonein the development of Malaysia'sequity |
market. With the proliferation of privatization projects
and the equity boom in 1993, market capitalization
exceeded that of Singapore by the mid-1990s, mak- -
ing the Malaysian market one of the fastest growing

intheregion.

The equity market has contributed to the develop- -
- currency and to restrict the trading of Malaysian
ings (IPOs) and issuances of new shares enabling
many companies to obtain cheap financing. Equity
investments by individual, institutional, and foreign

ment of the private sector, with initial public offer-

investors increased substantially, and market infra-

change (KLSE) and Securities Commission (SC),
have been improving standards on transparency, dis-
closure, accounting, and corporate governance. But
these standards till fall short of international stan-
dards, aswasrevealed, for instance, by the Renong-
United Engineers(Malaysia) (UEM) casein Novem-
ber 1997, resulting in aloss of market confidence.
Meanwhile, various steps were taken in the late
1980s to devel op the bond market. Initially, efforts
were focused on Government and Cagamas bonds.
The central bank, Bank Negara Malaysia (BNM),
played animportant roleinintroducing the principal
dealer and auction systems to develop the second-
ary market for these bonds. However, BNM'’s at-
temptswere only partially successful. The statutory
reguirementsfor holding Government and Cagamas
bonds haveimpeded market development. Moreover,
the lack of benchmark yield curve and the issue of
riba (interest) had seriousimplicationsfor bond mar-
ket development. The latter was addressed in the

mid-1990s when new debt instruments based on Is-
lamic principleswereissued.

Since 1995, the Government has encouraged pri-
vate and public entitiesto i ssue bondsto raise funds,
while BNM has tried to develop market infrastruc-
tureto support bond issues. During thefinancial cri-
sis, some bondsissued by the private sector defaulted,
hurting confidence in the market. As the financial
crisis deegpened, many listed companies and stock-
brokers became distressed and some private debt
securities defaulted. Thusthe capital market in Ma-
laysiaisfacing serious challenges. The Government
introduced measures to curb speculation on foreign

equitieswithin KL SE on 1 September 1998, causing
temporary adverse effects on the capital market. In
order torestoreforeign investors market confidence,

~ these measures need to be lifted.
structure was devel oped accordingly. Computerized
trading, electronic clearing and settlement, and cen-
tral depository systems were in place by the end of
1997. The regulators, the Kuala Lumpur Stock Ex-

Overview

Capital Market Development

As Singapore was once part of Malaysia, compa-
niesin these two countries listed on both KL SE and
the Stock Exchange of Singapore (SES) until theend
of 1989. Since then, KL SE has taken various mea-
sures, including theintroduction of computerized trad-
ing, a central depository, and efficient clearing and
settlement systems, to develop market infrastructure.
In addition, the regulatory framework has been re-
viewed to promote IPOs and equity investments by
domestic and foreign investors. As a result, some
big privatized companies (e.g., Telekom Maaysia
Berhad and Tenaga Nasioni Berhad [TNB]) were
listed on KL SE, making it one of the fastest-growing
marketsin the region in the mid-1990s.

By the end of the 1980s, the primary market for
Government bonds was relatively developed. The
Government introduced the principal dealer system
to develop the secondary market as well, and at the
sametime, an auction system for Government secu-
rities to promote fair pricing. Although the private




debt securities (PDS) market had deepened when
thefirst Cagamasbondswereissuedin October 1987, :
it did not develop until the mid-1990s. The Govern- :
ment has introduced various measures to enhance -
market infrastructure and put in place an appropri- :
ate regulatory framework. These included the es- :
tablishment of acredit rating agency (1990), guide- :
lines on PDS issues (1992), tax exemption on inter- :
est income from PDS (1993), scripless trading for :
unlisted PDS (1996), an auction system for the PDS :
primary market (1996), and a bond information and :
dissemination system (1997). Despite Government :
efforts, alack of benchmark yield curve hindersthe :

development of the bond market.

Financial Crisis and the Capital
Market

supervision.

mid-1990s.
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players, in particular, obtained fundsfrom the capital
market and banks to optimize their financial assets.
They were successful in building up corporate em-
pires while the boom lasted. However, when it was
over, they had to settle large debts from the banking
sector and bond market. With the bankruptcy of these
corporate players, nonperforming loans (NPLs) of
certain banks mounted.

Loans for share purchase contributed to an in-
creasein banks' NPLs. In addition, stockbrokers had
been providing their customerswith credit facilities
for share trading. However, when share prices col-
lapsed in the wake of the financia crisis starting in

: July 1997, banking institutions and stockbrokersin-
~ curred lossesresulti ng from loan defaults of custom-
- ers, in particular. The capital base of stockbrokers
- was not sufficient to cope with the big losses. Asa
The financial crisisin Malaysia has predominantly -
affected the banking sector. At theend of 1997, bank-
ing sector assets accounted for RM480 billionor 1.8 -
times the gross national product (GNP). These fig-
ures indicate that a substantial amount of fundshad -
been mobilized and provided to the private sector as -
loans. However, given theimplicit control of BNM, -
external debtsinthe private sector arerdatively small.
Thebanking crisiswas morearesult of overlending,
coupled with the lack of prudential regulation and

result, some stockbrokers became distressed and
were suspended by KLSE.

Capital Market Prospects

Themarket infrastructurefor the equity market might
be devel oped, but transparency, disclosure, and cor-
porate governance need to be improved. In particu-
lar, speedy and frequent disclosure of appropriate
informationisessentid. In addition, the detail s of asset
value and off-balance-sheet items should also be dis-

- closed. BNM has introduced a quarterly disclosure

The capital market, in particular the equity mar- .
ket, played anindirect rolein increasing the number
of bank loans. Banks actively raised funds in the
equity market, which expanded their capital base.
With the devel opment of the capital market and capi- -
tal account liberalization, disintermediation emerged
to some extent. However, the role of bond and off-
shore marketswas not so significant except for bonds -
with warrants issued during the equity boom in the -

standard for banks, for example, on profit and loss
accounts, and NPL s. Disclosure of the balance sheet
is also necessary.

Since disclosure practices and corporate gover-
nance do not conform to international standards, le-
ga enforcement needs improvement. Most inves-
tors are focused on short-term placements, making
it difficult to enhance corporate governance. The
public has to be encouraged to make long-term in-

- vestments. Anincreasein dividend payments could

Corporate entities, at the same time, actively
tapped fundsin the equity market, resorting to |POs :
and new issues of shares for easy financing during :
the equity boom that began in 1992. Some corporate :

be considered. Dividends are subject to withhol ding
tax while interest income from long-term deposits,
bonds, and capital gains from sale of shares are
tax-exempt. Dueto the withholding tax, companies,
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particularly mgjor shareholders, are reluctant to pay -
high dividends. They prefer to use the profit for |
further expansion, which leadsto an increasein asset :
values (capital gains). In addition, they tend to maxi- :
mizetheir returnsby injecting their family assetsinto :
the listed company. If they were exempted from the :
tax on dividends, companieswould increasetheir pay- |
out ratios and investors would be encouraged to hold
shares for longer periods. In this case, shareholders
must pay more attention to the management of com- -
paniesinorder to receive better dividends. Thiscould,
- dentiality. Thecritical issueishow to exit from these

Before the crisis, funds required by the private
sector werereadily availablefrom commercial banks,
the equity market, and offshore markets as a result
of thederegulation and liberalization of financial mar-
kets during the decade. However, thefinancia envi-
ronment changed after the crisis began. The private
sector experienced difficulties securing fundsbecause
(i) commercial banks faced liquidity problems, -
(ii) bearish equity market made it difficult for com- -
panies to float new shares, and (iii) offshore loans
became costly dueto currency depreciations. Asthe
Government has also suffered tight budgetary con-

inturn, improve corporate governance.

straints, partly because of adeclinein revenuesfrom
traditional sources, itisserioudy considering the bond
market as an alternative source of funds for the pri-
vate and public sectors.

Equity Market

Revival of Foreign Exchange
Control

A shock wave hit the equity market when BNM and
KLSE announced curbs on foreign exchange and
trading of shares respectively on 1 September 1998
(the US dollar was fixed at RM3.80 the next day)
with immediate effect. The measures included:
* restricting thetrading of Maaysian shareswithin
KLSE, and
« allowing foreigners to sell shares any time but
proceeds could not be converted into foreign cur-

rency unlessthe shareshad been held for at |east
one year.

BNM'’s exchange control measures were intro-
duced primarily toregain monetary independenceand
insulatethe Malaysian economy from possiblefurther
deterioration in theworld economic and financia en-
vironment. Meanwhile, KL SE'smeasureswereamed
a restoring confidence by ensuring an orderly and
fair market, and improving overall transparency inthe
stock market. These promote greater accountability
and disclosure without compromising investor confi-

control measureswith minimum disruption.

With KL SE recognizing thetrading of Malaysian
sharesin KLSE only, the Central Limit Order Book
(CLOB), the over-the-counter market in Singapore
where many Malaysian shares have been traded,
was badly hit. CLOB ceased the trading of Malay-
sian shares on 4 September 1998.

AsMalaysianeedsforeign capital, foreigninves-
tors have an important roleto play. Without a robust
equity market, corporate entities have to rely on the
banking sector for financing, putting an additional
burden on aliquidity-tight sector. For thisreason, the
authorities should review the measures and put in
place an environment that will attract local and for-
eign investorsto the equity market.

STOCKBROKERS

During the market downturn in 1997-1998, it was
generally found that stockbroking firmswith insuffi-
cient capitalization, poor risk-management capabili-
ties, and substantial counterparty exposures experi-
enced more severe difficultiesin managing the fall-
out from thecrisis.

Stockbrokers' faulty internal management and risk
control was a leading factor in these incidents. The
lack of supervision by KL SE may have also contrib-
uted to the problems. K L SE subsequently introduced
anew singleclient and single security limit for mar-
gin financing on 19 January 1998. The single client
limit was set at 30 percent of the adjusted capital




whilethe single security limit was pegged at 20 per- -
cent of the adjusted capital or 10 percent of the paid- :
up capital of thelisted company, whichever islower. :
In addition, KL SE introduced a gearing ratio of two :
times against adjusted capital (1.5 timesfor utilized :
borrowings). Stockbrokers were required to fully :
comply with the ratios by the end of 1999. With the :
new requirements, stockbrokers will be eventually :
forced toincreasetheir capital bases, which are now :

under review by KLSE and SC.

tions for stockbrokers. They must have:
» paid-up capital of morethan RM20 million;

ties.

Despite these requirements and restrictions, stock-
brokers still became distressed. Stockbrokers' capi-
tal should be increased to accommodate any future -

| osses.

of banks and finance companies.

regul ate the market.

DISCLOSURE

Frequency and timing of disclosure are urgent issues :
to be addressed. Theregulators, KLSE, SC, and the
Registrar of Companies (ROC), supervise and en- -
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force disclosure standards based on the Securities
Industry Act, Companies Act, and rules and regula-
tions set by KLSE and SC. There are three types of
disclosure: initial, periodic, and continuous. KLSE is
responsiblefor day-to-day supervision and enforce-
ment. Aninitial disclosureisrequired in the case of
IPOs, and the information that hasto be disclosed in
aprospectusisstipulated inthe CompaniesAct. While
initial disclosure is deemed to conform to interna-

- tional Standards, thereare problemswith periodic and
KL SE sets the capital requirements and restric- -

continuousdisclosures.
For periodic disclosure, listed companies are re-

: quired to disclosetheir profit and loss accountstwice
« minimum liquid assets of RM500,000 or 5 per- -

cent of aggregate debt, whichever islarger; and :
* restrictions on single customer or single securi- :

ayear and their balance sheets at the end of the fi-
nancia year. Moreover, financia statements must be
disclosed within 90 days of the account book closing.

However, investors may not be ableto get timely
detailsof thefinancial condition of these companies.
The urgency of providing timely information to in-
vestorsisillustrated by the case of Time Engineering

- Bhd (TEB), which was among the listed companies

In addition, share-purchasefinancing becamean- -
other source of problems. Stockbrokershad arranged -
for their customers to obtain credit facilities from -
commercia banks and finance companies. Share-
purchase financing had been profitable for these fi- -
nancia institutions as well as stockbrokers. Hence, -
these financial institutions provided investors with
credit through stockbrokers, resultingin anincrease
in share-purchase financing. Although BNM .
announced a ceiling on share-purchasefinancingon
28 March 1997, it wastoo lateto minimizethelosses .

announcing financial resultswithin the required pe-
riod, only to be suspended by KL SE for insolvency.

The present disclosure standards were decided in
the days before the widespread use of computers.
Current technology allows companiesto discern their
financial positions more promptly. Regulators should
requirelisted companiesto report their unaudited fi-
nancial records (profit and loss account and balance
sheet) quarterly and within a month of the account
being closed, rather than within 90 days.

The TEB case also indicates that there are some

. problems on continuous disclosure. When the unau-

BNM monitors share-purchase financing but
KLSE should also review the margin trading ratio -
depending on market conditions in order to better

dited financial statement of TEB was disclosed in
mid-March 1998, the company did not reveal any
specific problems. However, by July, TEB was in-

- solvent, indicating adrastic deterioration of financial
- positionintheinterim. In Chapter 6 of the SC Guide-

lines, the requirement for timely disclosure of infor-
mation is clearly stipulated. Under this rule, TEB
should have disclosed negativeinformation withinthe
required period.
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KLSE, ROC, and SC have been improving ac- -
counting, auditing, financial reporting, and disclosure |
standards. For instance, KLSE has introduced a |
watch list of companies.1 These measures will help :
investors obtain better information for their invest- -

ment decisions compared with a few years ago.

Meanwhile, BNM requires banksto disclosetheir |
profit and loss accounts and NPL ratio on a quar-
terly basis. This will also help improve disclosure
standards. However, banks are not required to pub-
lishtheir balance sheets quarterly. Off-balance-sheet
itemsareincreasing, asthe banking businessbecomes

more sophisticated. Similarly, asset value of securi-

the financial year.

Corporate Governance

tional standards, legal enforcement not adequately in

corporate governance. A regulatory framework has
to be promptly put in place, while the public should
be encouraged to make long-term investments to
enhance corporate governance.

INSTITUTIONAL INVESTORS

Institutional investors (e.g., Permodaran Nasional
Bhd. [PNB] and Employees’ Provident Fund [EPF])
can play vital roles in enhancing corporate gover-
nance, which has become an increasingly impor-
tant issuein Malaysia. PNB was established to in-
crease Bumiputras' (indigenous people) share-
holdings (up to 30 percent by 1990). It ownssizable
stakesin listed companiesin various sectors. bank-
ing, manufacturing, services, transport, construction,
trading, mining, plantation, and conglomerates. EPF
and other Government-related investment institu-

tions have also mobilized their funds to attain na-
tional goals, i.e., they are expected to increase
Bumiputras’' shareholding up to 30 percent. For this
reason, these institutional investors are basically
long-term investors.

Dividendsare small and capital gainsthrough the
disposal of shares are not expected, given the pas-
siveinvestment policy. Nonetheless, PNB and other
public investment entities such as EPF have been
aggressively investing in equities. Despitearel atively
low return on investment (ROI) (EPF's dividends
fell to 6.7 percent in 1997 from 7.7 percent in 1996),

- theseinstitutional investors have not come under fire
ties, asset-liability mismatches, credit risk, andliquidity
risk are not adequately disclosed. Investorsneed such
critical information. Otherwise, they get aclear pic-
ture of abank’sfinancial condition only at theend of -

from the public. Part of the reason isthe book value/
cost accounting system. However, the goal to in-
crease Bumiputras' shareholding up to 30 percent
discourages them from selling sharesin the market.

~ As such, these institutional investors can exercise
* their rights to increase either or both dividends and
" the asset values of the invested companies by im-
With disclosure practices not conforming tointerna-

proving corporate governance. Nevertheless, if the

*accounting method were switched to the marked-to-
place, and most investors focused on short-term
placements, it is difficult to improve standards of

market system, the investment behavior of PNB or
EPF would have to change.

INDIVIDUAL INVESTORS

Many listed companies are owned by one shareholder
or a family group (referred to here as “owner
group”). In contrast to the spirit of corporate gover-
nance, these owner groupsinsist on exercising their
rights of share ownership, believing that they arele-
gally entitled to control the company. Thisisacon-
cept generally accepted by even small shareholders.
Corporate governance poses a challengeto this con-
cept. For instance, salesof overvalued propertiesand
companiesto thelisted companies controlled by the
owner groupstake place occasionally. Thisis partly
due to the passiveness of individual investors who
hold shares for a short period (they seldom attend
general meetings), and expectations that the deals
will contribute to increases in share prices.




Many individual investorsin Malaysiaregardthe -
equity market asakind of casino, inwhichthepublic :
acts as speculative and short-term investors. Since :
the onset of the equity boom in late 1992, many in- :
vestorshave expressed their investment performance :
in terms of “win” or “lose.” This suggests that the :
public is concerned only with capital gains. It also :
indicatesthat many investorsdo not consider whether :
a company is financially sound or not. Aslong as :
share prices are increasing, they do not care about :
transparency or corporate governance, even wel- 3
coming “rumor-driven” speculative price movements. :

Thepublic generally staysclear of foreign-owned :
companies, which tend to have conservative man- :
agement styles, and pay relatively high dividends. :
Individua investorsare attracted by sharesthat carry :

the expectation of sharp price hikes.

Given the public’s reluctance to demand or exer-
cise their rights over their shares, an effective way
of improving corporate governance should beidenti-
fied. The distressed market sent a serious message -
to the securitiesindustries, bankers, regulators, and -
Government officials, who are considering how to
regain market confidence. They are particularly con- -
cerned with foreign investors as their investments
attract local investorsto the market. For thisreason, -
regulators are ready to take serious measuresto en-

hance corporate governance.

MAJORITY SHAREHOLDERS

A listed company is a precious asset for an owner
group, whichwill try to maximize profitsfromthefirm
through every possible means, causing conflict of in-

terest between majority and minority shareholders.

Compensation for directors and executives in
Malaysiaisrelatively low. Since dividends are sub- -
ject to tax, the owner group will want to maximize -
benefits in other ways. Therefore, the provision of
tax deductible nonpecuniary benefits(e.g., car, house, -
or travel) is not unusual in Malaysia and they are :
considered asequitablereturnsfrominvestmentina :
- cludedthefollowi ng:

listed company.

THE CAPITAL MARKET IN MALAYSIA

Owner groups also turn to other means to maxi-
mizetheir profits, tending to sell products or services
of the listed company to a connected company at
below market price, or thelisted company buys prod-
ucts, services, or assets of a connected company at
above market price. During the equity boom of the
mid-1990s, there were many casesin which an owner
group bought a listed company and sold connected
companiesto thelisted company intheform of share
swap. This practice provides the owner group with
variousprofits, asfollows:

* in addition to the sale of their assets at above
market price, the owner group is ableto convert
illiquid assetsto liquid assets,

« it can use the shares of the listed company as
collateral and invest the borrowed money in other
businesses; and

« it can obtain more business opportunities from
the listed company.

Such related party transactions are restricted by
law; however, it is difficult to curb these practices
within the present legal framework. If new incen-
tives for the owner group were devised, such astax
exemption on dividends and a reduction in income
tax on directors fees, these issues would be ad-
dressed to some extent.

Legal Framework
RENONG-UEM DEAL AND THE WEAKNESSES

. OF THE LEGAL FRAMEWORK

Corporate governance, transparency, and disclosure
standards will improve if an adequate regulatory
framework (legislation, supervision, market surveil-
lance, law enforcement, and penalties) isput in place.
Regulators must have alegal baseonwhichto putin
place a robust market framework. The need for a
better regulatory environment is illustrated by the
Renong-UEM deal.

UEM bought a32.6 percent stakein cash-strapped
Renong Bhd. for RM 3.24 hillionin November 1997.
Some of the issues that emerged from the deal in-
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« UEM was given a waiver from making a gen- -
eral offer and purchased Renong's stakes from -

related parties; and

« UEM’s financial soundness will deteriorate as
the acquisition of Renong stakes was made at

above market price using borrowed money.

Fund managers and analysts were unhappy with
the deal, while investors expressed their disillusion :
- foliomanagement issimilar to those of EPFand PNB.

and lack of confidence in the market.

Several issues concerning legal framework and
corporate governance arose from the Renong-UEM
case. According to the Companies Act, shareholder
approval is not required for cash transactions. Offi-
cial approval for mergersand acquisitionsand take-
overs basically comes from SC. But in the case of
an acquisition paid for in cash, SC approval isnot
required, unlessenforced by other regulatory authori-
ties such asthe Foreign Investment Committee (FIC) -
(SC guideline17.05; Acquisitionsby Cash). FIC has -
the power to waive a general offer in the national
interest. It used this power to approve the Renong- -
UEM dedl, athoughitisquestionablewhether itwas
"~ ernance standards. Such standards need to be im-

al inthe national interest.

Despite serious losses to the investors, the

Renong-UEM deal was deemed legal by regulators.
No directors or executives were charged by the au-
thorities. UEM wasfined only RM 100,000 by KL SE
for abreach of disclosure requirements. If directors
and executives responsible for negligence or crimi-
nal actsfaced stiffer penalties, they might try harder
to comply with the rules and regulations.

INSTITUTIONAL INVESTORS AND

UNLISTED BANKS

As EPF, PNB, and other Government-controlled in-
stitutional investors are allowed to adopt the book
value/cost accounting system, their asset portfolios
do not reflect market value. Thus, it isimportant to
use instead the marked-to-market accounting sys-
tem, and present areal picture of their performance
to the public. Institutional investors should review
their investment policies to improve return on in-

vestment (ROI) by taking amore active governance
role.

The Ministry of Finance, Inc. (MOFI) and
Khazanah Holdings Bhd. (Khazanah) were estab-
lished by the Government as private entitiesto invest
in strategic projects such as infrastructure, public
utilities, and industrial projects (Telekom, Tenaga,
Proton, etc.). Their investment policy of passiveport-

Detailed information on MOFI and Khazanah are
not disclosed to the public. Sincethese entities’ ma-
jor shareholder isthe public, and their sourcesof funds
belong to thetaxpayers, full disclosure of their finan-
cia statementswould improvetransparency and dis-
closure standards.

As the financial crisis deepened, large NPLs of
unlisted commercial banks(e.g., Bank Bumiputraand
Sime Bank) have emerged. Although BNM setsvari-
ous reguirements to ensure the soundness of banks,
unlisted commercia banksare not subject to require-
ments set by SC and KL SE, resulting in their low de-
gree of transparency, disclosure, and corporate gov-

proved because these banks retain sizable financia
assetsand providelisted companieswith asubstantial
amount of loans and guarantees. Any difficultieswill
have adverse impact on listed companies.

Recommended Measures

FOREIGN EXCHANGE CONTROL AND
RESTRICTIONS ON FOREIGN INVESTORS
Although capital control measures implemented by
BNM were aimed to restore order in the economy
and stockmarket, investors' disappointment, in par-
ticular that of foreign investors, resulted in panic sell-
ing. The measures taken by KL SE to disallow trad-
ing of Malaysian shares on CLOB in Singapore
proved abig blow to foreign investors. Although the
Malaysian authoritieshad never officially sanctioned
the trading of Malaysian shares on CLOB, it had
helped attract foreigninvestorsto Malaysian shares.
If the Malaysian authorities were unhappy with




CLOB, they could have taken the same restrictive -

measures long ago.

The Government and KLSE must urgently take :
necessary measuresto attract foreign investorsto the :
market. Firg, redtrictionson foreign exchangefor port- :
folioinvestments should belifted assoon aspossible. :
Foreign investors had believed that the Maaysian :
market was undervalued. In fact, they had been care- :
fully planning to invest in the market once macroeco- :
nomic and politica situationsimproved. Second, the :
CLOB issue should be solved urgently and amicably. -
Third, the Malaysian authorities should encourage :
Malaysian companiesto belisted in overseas markets :
as many Asian corporate companies had been pro- :
moting theideaof listing their shares on foreign mar- :
: systems do not satisfy investors' expectations, the

kets before the onset of the financial crisis.

STOCKBROKERS

Share-purchase financing and margin trading financ-
ing contributed to the banking crisisto some extent.
The former is subject to the supervision of BNM
and the latter isunder SC regulation. Although both
regulators have tried to restore order, they have not -
been successful. KL SE has introduced measuresto -
enhance prudentia standards of stockbrokers. Inturn,
stockbrokers should improve their internal control
measures to avoid huge losses, particularly on mar-
. erates, publicinvestment entities such as PNB, EPF

SC and KL SE should review the margin trading
ratio depending on market conditions. Asthe Stock
Exchange of Thailand had changed the marginratio .
frequently depending on market sentiment, KLSE

gintrading.

should follow suit.

LEGAL FRAMEWORK

THE CAPITAL MARKET IN MALAYSIA

lators to have alegal base from which to promote a
robust market framework.

Investorswant restoration of disciplineinthe mar-
ket and the regulators shoul d respond to this demand
swiftly. In connection with this, FIC’s power should
be reviewed. FIC was established originaly to as-
sess the foreign investment from the viewpoint of
national interest. But its power should be confined to
matters relating to foreign investments.

Moreover, an additiona regulatory framework will
be required to enhance the transparency of Govern-
ment-related institutiona investors.

CORPORATE GOVERNANCE
Given that the disclosure practices and accounting

legal enforcement isnot adequately in place, and most
investors are focused on short-term investments, it
isdifficult toimprovethe standard of corporate gov-
ernance. A regulatory framework must be promptly
putin place. In addition, the general public should be
encouraged to make long- term investments to en-
hance corporate governance. Increasing thedividend
payments might be one answer.

Asinvestorsin many listed companiesin such sec-
tors as banking, manufacturing, services, transport,
congtruction, trading, mining, plantation, and conglom-

and other government-rel ated investment institutions
arebasically long-term investors. With dividends pay-
mentssmall and capital gains not expected, their role
isto increase Bumiputra's shareholdings. This was
made possible partly due to the book value/cost ac-

. counting system. If the accounting method were
- changed to the market value (marked-to-market) sys-
Priority has been given to sustaining share pricesto
stabilize the equity market. However, the authorities -
should take long-term measures to promote amore -
robust development of the market. As the Renong-
UEM dedl indicated, the lack of legal framework to :
enforcetransparency, disclosure, and corporate gov- :
ernance hasbeen challenged. Itisimportant for regu- :

tem, the investment behavior of PNB or EPF would
change. These ingtitutional investors could then ex-
ercisetheir rightsto increase either or both dividends
and the asset values of the companies. This would
enable them to optimize the benefits to the public,
while enhancing standards of transparency, disclo-
sure, and corporate governance.
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Bond Market
Government Bond Market

ISSUES RELATED TO MONETARY POLICY

Monetary Policy

Of the 10 monetary policy instruments,2 themost -
commoninMalaysaarereserverequirement, liquidity
requirement, credit control and guidelinesonlending,
and direct lendings/borrowings. Althoughtheliquid- -
ity requirement was set by BNM to maintain pru-
dential standardsin bankinginstitutions, it functions -
- cent (four times since February 1998) to supply li-

as amonetary instrument.

Reserve and liquidity requirements for commer- -
cial banks were set at 4 and 15 percent of eligible
lighilities, rer~:‘pectively.3 However, theliquidity require- -
ment was replaced with a new framework in Janu-
ary 1999. Thenew liquidity framework requirescom- -
mercia banksto maintain certain liquid assetsbased -
on the maturity profile of their assets, liabilities, and
off-balance sheet commitments, and to make apro- -
jection of their liquidity surplus and shortfall. The

assessment will be based upon the ability of acom-
mercia bank to match itsshort-termliquidity require-
ment, which will be determined by reckoning the
maturing obligations and assets. It is envisaged that
the new framework will lead to commercial banks
optimizing their asset management in the secondary
market.

When a certain sector of the economy overheats,
credit to that sector is controlled. BNM has used
short-term direct borrowings, generally with maturi-
ties of between one and three months, to sterilize
large capital inflows since late 1991. In some cases,
however, the maturity has been lengthened to six
months. Since February 1993, BNM has also issued
Bank Negarabills (BNBs) to mop up excessliquid-
ity.

BNM'’s use of direct instruments as primary in-
struments for monetary regulation and indirect in-
struments as supplementary instruments suggests that
there are some impediments to the use of open mar-

ket operations in Malaysia as a tool of monetary
policy. In fact, direct lending/borrowing has been a
more effective monetary tool than open market op-

erations. High reserve and liquidity requirement ra-
- tiosandinefficient open market operations have hin-
- dered the development of the bond market.

In March 1998, BNM announced anew monetary
policy with changesfrom direct instrumentsto indi-
rect instruments (employing open market operations
and repurchase operations). With the policy changes,
coupled with the deepening financia crisis, BNM
reduced the reserve requirement from 13.5to 4 per-

quidity to the banking system. Theliquidity require-
ment ratio for commercial bankswas al so decreased
from 17 to 15 percent on 16 September. The reduc-
tion in statutory requirements will help increase li-
quidity inthe banking system. Meanwhile, the bench-
mark interest rate (three-month interbank rate) was
cut to 8 percent to reduce the cost of funds. This
was made possible by fixing the foreign exchange
rate at RM3.80 against $1 on 2 September.

Open Market Operations

Open market operations are not often used as a
monetary tool in Malaysia due to underdevel oped
secondary market in Government bonds. Theinstru-
ments used for open market operations are Treasury
bills (T-bills), Malaysian Government securities
(MGS), Government investment issues (GllIs), Ma-
laysia Savings Bonds, BNBs, Cagamas papers,
banker’s acceptance (BAs), negotiable certificates
of deposit, and Floating Rate Negotiable Certificates
of Deposit (FRNCDs). However, trading of Gov-
ernment bonds has been limited, attributable to the
issuance of bondswith low market yiel ds.’

To address thisissue, a new issuing practice and
other measures were introduced between 1986 and
1989. With theintroduction of the principa dealer on
1 January 1989 involving selected commercia banks,
merchant banks, and discount houses, open market
operations began to take place between BNM and




principa dealers (PDs).5 PDs were given accessto -
BNM'’s rediscount window. In turn, PDs were re- :
quired to underwrite and make markets for Govern- :
ment bonds by providing two-way quotationsin the :
secondary market within a 15-sen spread. Since 1 :
January 1996, the PDs have been appointed annu- :
-~ dence among banking institutions, it also increases

Market yields of Government bonds are deter- :
mined through auction by PDs. However, the com- :
pulsory subscription by PDs and the limited supply :
of Government bonds have | eft the yields low. Sup- :
ply islimited by compulsory holdings of Government :
bondsarising fromthehighliquidity requirement. This :
meansthat BNM cannot effectively use Government -
- cost investments.
has encouraged the development of a secondary :
market under which Government bonds are traded -

dly.

bondsfor open market operations. Asaresult, BNM

among financial ingtitutions.

In some countries where Government bonds are -
not issued due to fiscal surpluses, central banks of- -
ten issue short-term papersto mop up excessliquid-
ity. BNM since 1993 has issued BNBs to mop up -
excess liquidity. However, it does not issue BNBs
often because they are costly. Hence, it relies more
on instruments such as the reserve and liquidity re-
guirements aswell asdirect lendings/borrowingsto
- ThissetsMaaysia'sinterest rate structure apart from
- that of developed countries.

control liquidity.

Liquidity Requirement

Malaysia's liquidity requirement, which was not
adjusted between 15 October 1986 and 15 Septem-
ber 1998, is an effective instrument of monetary
policy. Of the eligible securities, Government bonds

make up the biggest share. As commercia banks

depositsrise, they arerequired toincreasetheir hold- -
ing of eligible assets to meet the liquidity require-
ment. Therapid growthin depositsheld by commer-
cial banks since the late 1980s has resulted in an
accumulation of Government bonds. However, the -
issuance of Government bonds has declined dueto -
the budget surpluses since 1993. Hence, commer- :
cia bankshavebeenforcedtoinvest in other eligible :
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securitiesto meet theliquidity requirement. The Gov-
ernment, BNM, and Cagamas Bhd. issue other se-
curities such as T-bills, BNBs, Malaysia Savings
Bonds, Cagamas bonds, and other papers to meet
thisdemand.

Whiletheliquidity requirement helpsmaintain pru-

the costs of funds to them. They receive deposits
from customers and are required to invest a certain
portion of money intheeligible securitiesto comply
withtheliquidity requirement. Duetotheilliquid sec-
ondary market, banking institutions usually hold the
securities until maturity. Thus they are exposed to
maturity mismatch and interest risks, resultingin high-

LACK OF BENCHMARK YIELD CURVE

Interest Rate Structure

A three-month interbank rate, determined through
direct lendings/borrowings by BNM, isamajor de-
terminant of other interest ratesin Maaysia. There
is a strong correlation between the three-month in-
terbank rate, base lending rate, and deposit rate (see
Figure). Eventhe market yieldsof medium- andlong-
term Government bonds have shown astrong corre-
lation with the three-month interbank rate since 1992.

Interest Rate Structure

Percent
12

10

Deposit rate (1 year)
2 Base lending rate

Interbank rate (3 months)
""" Government bond (10 years) yield

1990 1991 1992 1993 1994 1995 1996 1997

Source: Bank Negara Malaysia.
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But the interest rate structure poses aproblemto -
the Government bond market. Despite the Govern- |
ment’s insistence that its bonds be issued at market -
rates, the market yieldsclearly indicate the presence :
of distortions in the interest rate structure. As com- -
mercial banks are required by BNM to hold a cer- :
tain amount of Government bonds that carry low |
yields, they are paying the cost of thedistortion. This
is eventualy passed on to their depositors and bor-
rowers. If the Government takes appropriate mea- -
sures to correct the distortions, institutional inves- -
tors, who hold alarge amount of thelow-yield bonds, -
may also be forced to accept substantial losses. A
riseininterest ratesin 1989 left banking institutions
with large capital losses because of the low yield -
bond requirement. To copewith thedifficulties, BNM
introduced in April 1989 a new accounting system
for the valuation of bonds. Commercial banks are -
allowed to book the value of Government bonds at
cost, adjusted for amortization of premiums or ac- -
cretion of discount. They are permitted to amortize
thegainsor lossesover the maturity period. Although

the fundamental issue of the low yield Government
bonds remained unresolved, this new accounting sys-
tem gave an incentive for commercia banksto in-
vest in the bonds.

Auction System for Government Bonds

Along with the PD system, the Government intro-
duced an auction system in January 1989 to put a
pricing structure in place. Government bonds, with
maturity period of up to 10 years, areissued by auc-
tionthrough PDs. Inturn, financia institutions have
to purchase the securitiesthrough PDs. Government
bondswith amaturity period exceeding 10 yearsare
subject to advance subscription by EPF and the Na-
tional Savings Bank (NSB). The auction system and
the principal dealer system have, to acertain extent,
contributed to the development of the Government
bond market.

These systems worked well during the period of
stableinterest rates, and trading of Government bonds

has gradually increased. But wheninterest ratesrose
between 1990 and 1992, the PD system did not serve
its purpose. The auction system operated asif there
wasfair pricing of Government bonds. In an auction
of Government bonds, PDs have the obligation to
underwrite the entire amount of primary issue. As
there are 14 PDs, appointed in 1998, each PD is
required to subscribe to aminimum of 10 percent of
the entire issue (this means that the total bidding
amount will be at least 140 percent of the amount
issued). Therefore, undersubscription has not become
an issue. PDs submit the notation at the market in
terms of yields. The market yield is determined by
theweighted averageyield of successful bids. Mean-
while, the issuer reserves the right to accept or re-
ject any or al the bids submitted by PDs. Thus, itis
difficult to obtain afair market yield.

In addition, an underlying factor has distorted
market yield. Liquidity requirementsfor bankingin-
dtitutions and statutory requirements for EPF and
NSB have created high demand for Government
bonds. However, there have been fewer issuances
of bonds by the Government due to the fiscal sur-
pluses since 1993. The high demand and short sup-
ply have made the issuance of Government bonds
with low market yields possible and prevented the
creation of abenchmark yield curve, whichisimpor-
tant for the development of the overall bond market.
Thishasbeen identified asanimportant issueand as
such, theliquidity requirement isbeing reviewed.

INACTIVE BOND TRADING

Narrow Investor Base

Commercial banks, finance companies, and mer-
chant banks have to comply with statutory require-
ments and invest in eligible securities (mostly Gov-
ernment and Cagamas bonds). The Government also
requires EPF and NSB to hold a certain percentage
of their funds in Government bonds. EPF has been
thebiggest subscriber to Government bonds, although
itsholdings have declined dueto limited supply. Gov-
ernment bonds' share of the total funds managed




had fallen to 29.4 percent (RM38.1 hillion) at the -
: funds are short-term deposits, and the lack of afu-

In fact, when a new EPF Act was introduced in -
June 1991, holdingsof “eligible securities’ werere- :
duced from 70 to 50 percent, “provided that thetotal :
amount of funds invested in such securities at any :
onetime shall not belessthan 70 percent of the Fund's :
total investments’ (Section 26, EPF Act, 1991). This :
clause gave EPF a broader flexibility in portfolio :
management. Eligible securitiesincludeloansthat are :
fully guaranteed by the federal Government, BNM :
papers with a maturity of at least three years from :
the date of issue, and any instrument issued by a :
state government or local authoritieswith amaturity :
of at least three years from the date of issue. Since :
then, EPF hasdiversifieditsportfolioand investedin :
other instruments, a policy change made due to its 3
increasing funds. As the issuance of Government -
bonds declined dueto fiscal surpluses, theseinstitu-
tionsare confronted with ashortage of eligiblesecu-
rities and as a result, have maintained a captive in-
vestment policy on Government bonds and seldom -
- development of the secondary market in Malaysia.

end of 1997.

traded in the markets.

Ineffective Principal Dealer System

A new principal deder system, with an annua -
review of the dealership, wasintroduced in January -
1996 to promote trading in the secondary market. -
However, the trading volume declined to RM12.4 .
billionin 1997 from RM25.4 billionin 1996 whilethe .
amount outstanding fell to RM69.9 billionin 1997 from
RM72.2billionin 1996. Thiswasattributed to fewer .
Government bonds outstanding, and commercial
banks tendency to hold Government bonds until -
maturity. Inactive bond trading has made it difficult -
for the PD system to develop a robust secondary -

market.

Through repurchase agreementswith BNM, PDs -
are allowed to secure funds from BNM for aperiod -
of less than one month. Thisis an attractive incen- -
tive. However, PDs cannot hedge the interest risks :
through a bond futures market, because it does not :
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exist in Maaysia. Similarly, PDS main sources of

tures market has contributed to increased interest
risks. As aresult, PDs have been incorporating the
cost of risksin their price quotations.

PDs are composed of commercial banks, mer-
chant banks, and discount houses. Commercial and
merchant banks are subject to reserve and liquidity
reguirements. These requirements push up the costs
of funds, which result in higher price quotations. As
PDs are required to play the role of market makers,
they are expected to accommodate any amount of
sale or purchase orders placed by customers. How-
ever, since the prices offered by PDs are not attrac-
tivetoinvestors, bonds are seldom traded. High costs
and risks associated with bond holdingsarethe major
reasons for the ineffectiveness of the PD system.

Lack of Borrowing, Short Selling, and

Futures Market

Thelack of borrowing and short selling aswell as
the absence of a futures market have hindered the

If the framework of borrowing bonds is improved,
investors can borrow bonds against the collateral of
cash for short selling.

MdaysiaMonetary Exchange (MME) isplanning
to introduce bond futures to make the borrowing of
bondsan attractive investment optionin Malaysia. If
bond borrowing isingtitutionalized and short sellingis
encouraged, demand for bondswill increase. A well-
devel oped futures market playsan important rolefor
the development of a secondary market.

Private Debt Securities Market

UNDERDEVELOPED PRIVATE DEBT SECURITIES
MARKET

The types of private debt securities (PDS) issued in
Malaysia are straight bonds, bonds with warrants
(BWSs), convertible bonds, Islamic bonds, and
Cagamas bonds. Cagamas bonds, BWs, and straight
bondswere the most common PDSissued until 1993,
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up to which time the PDS market was relatively in- -
active. The outstanding amount of PDS increased |
sharply from RM15.1 billionin 1993 to RM63.3 bil- -
lionin 1997 (see Table) and since 1994, I amic bonds :
have comprised the biggest share of PDS issues. A :
substantial amount of BWs was also issued when
the equity market was bullish before the onset of the |
financial crisis. Despite a relatively large issue of
Islamic bonds, they are predominantly issued aspri- -

vate placements.

Cagamas bonds are issued regularly by Cagamas -
Bhd., asecondary mortgage market ingtitution. De-
mand for Cagamas bonds is high because of their
AAA rating and those of the shareholders (BNM, -
commercial banks, and finance companies) of the
issuing company. However, the main reason for their
attractiveness is that BNM recognizes Cagamas
bondsaséligible assetsfor meeting liquidity require-
ments. As such, they are treated virtually like Gov- -
ernment bonds. If they were not recognized as eli- -
gible assets, Cagamas bonds would be issued with -
~ with the rising number of corporate defaults due to

much higher market yields.

LACK OF CONFIDENCE OVER PDS

Investors never had full confidenceinthe Malaysian
PDS market due to various risks, including price,
default, and liquidity. This is despite the efforts of
regulatorsto establish confidence. The Rating Agency
Malaysia Bhd. (RAM) was established in Novem-
ber 1990 to assess credit risks of PDS issuers. As
ratings became compulsory for issuing PDS, RAM
boosted confidence in the PDS market. A second
rating agency, Malaysia Rating Corporation Bhd.
(MARC), was established in 1995 to cope with an
increasing demand for PDS.

Despite the efforts of RAM and MARC to build
confidenceinthe PDS market, they face certain con-
straints. While they have tried to obtain asmuch in-
formation as possible to improve the accuracy of
ratings, insufficient disclosure standards hinder their
efforts. Nevertheless, due to BNM'’s efforts since
the onset of thefinancial crisis, the banking sector’s
disclosure standards have improved.

But investorsremain skeptical about PDS. About
50 percent of PDS are issued with a bank guaran-
tee. It is a common practice that bank guarantees
are used to lower the cost of funds further and to
meet the trust deed requirements of certain institu-
tional investors. However, this practice may hinder
the development of the bond market. If an issuer
improvesitsrating, itisnot required to obtain abank
guarantee, resulting in a cost reduction. In turn, in-
vestors should review their portfolio policy by en-
hancing fund management skills. Nevertheless, this
would not be sufficient to quell investors' fearsabout
the various risks in the PDS market. In particular,

thefinancia crigs, investorsare particularly concerned
about default risks.

FRAGMENTATION OF THE REGULATORY
FRAMEWORK

Regulation of the PDS market in Malaysia is split
between BNM and SC. BNM'’s concern is credit
alocation to the private sector while that of SC is
capital market development. One of the major con-
cernsof BNM and SCistheutilization of fundsraised
in the PDS market. BNM requires all PDS issuers
to seek its approval for issues as well as ratings. If
the issuers are public companies, they are also sub-

Private Debt Securities: Amount Outstanding (RM million)

Item 1993 1994 1995 1996 1997
Cagamas Bonds 5,015 8,925 9,312 13,227 16,756
Other Private Debt Securities 10,081 15,131 22,701 33,517 46,543
Total 15,096 24,056 32,013 46,744 63,299

Source: Bank Negara Malaysia.




ject to the approval of SC. As most of issuers are
listed (public) companies, they haveto obtain approv-

als from the two regulators.

A third force in the regulation of PDS issuesis :
ROC. Although BNM and SC have set guidelines -
for the PDS market, the details of PDS issues are -
stipulated in the Companies Act of 1965. In particu- :
lar, ROC requires issuers to register prospectuses :
unlessPDS are either guaranteed by thefederal Gov- :
ernment or issued in private placement. It also re- :
guiresanissuer to provide certain informationin the :
prospectus that complies with the requirements set :
- Act of 1965. Theserestricted investorsincluded fund
BNM set guidelines on the issuance of PDS in -
- certain criteria, offshore banks, and offshore insur-
« minimum shareholders’ funds for issuers set at -

by BNM and SC.

December 1988. The main requirements are:

RM25 million;

« disclosure of proceeds’ utilization and sources
- equities because its unit holders are unwilling to re-
- celveinterestincome. PNB investsin Islamic bonds
« debt-equity ratio of issuers kept within pruden-

of repayment;
e minimum size of anissue set at RM 25 million;

tid limits;
* underwriting requirements; and

and P3 for short-term papers.

swift approval.

Even if issuers comply with the requirements set -
by BNM and SC, they (except Cagamas Bhd.) are
required to obtain approvals from the two bodies. -
The approval process usually takes a few months -
(sometimes up to six). This delay is an important -
impediment to issuerswho may missan opportunity :
toissue PDS at low cost and may have to seek fresh :
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ratingsif thereis a change in the financial environ-
ment in the meantime.

BNM, SC, and the departments concerned have
recognized some of these problems and organized
interdepartmental meetings twice a year on the de-
velopment of the bond market.

NARROW INVESTOR BASE

Someinvestorswererestricted frominvestingin PDS
until June 1997, when the Minister of Domestic Trade
and Consumer Affairs made an order to lift the re-
strictions stipul ated in section 47B of the Companies

managers, individuals, and corporate entitieswithin

ance companies. Nevertheless, someinstitutional in-

- vestors are still reluctant to invest in PDS. For in-

stance, Pilgrims Fund was established to invest in

but will not diversify itsportfolio.
The Government has reviewed its policy of re-

- quiring EPF to hold Government bonds. EPF is
» minimum rating of BBB for long-term papers
. ties such as equities and PDS. In fact, EPF has

Inaddition, approval should be obtained fromthe -
Controller of Foreign Exchange if PDS are issued
on abearer basisand by anonresident (foreign) con-
trolled company. Although the Banking Department -
of BNM acts as one-stop coordinating department
and a separate application for approval from the
Controller of Foreign Exchangeis not required, this
requirement has become astumbling block in getting -

now allowed to invest more fundsin other securi-

been providing private entities engaged in infra-
structure projects with alarge amount of fundsin
the form of loans and PDS. However, EPF's port-
folio management has come under fire over itslow
dividend rate of 6.7 percent in 1997 (one-year fixed
deposit rate was 9.3 percent at the end of 1997).
Consequently, EPF hasreviewed its fund manage-
ment policy.

Both EPF and PNB have adopted an accounting
system based on cost/book value. They have divided
their portfolio investmentsinto two categories. short-
term and long-term. Securitiesin the long-term cat-
egory are recorded in book or cost value. However,
the differences between the book/cost value and
market value are adjusted (but not fully) in the in-
vestment revaluation reserve item. This accounting
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method does not reflect the clear financia positions -
of these ingtitutions. Subsequently, the institutions |
manage their fundswithout paying much attention to :
performance. As these are public funds, they may :
have to reconsider their investment policies when :
the accounting system is reviewed. Despite being :
exempted from paying stamp duty and income tax |
oninterest earnings, individualsarenot investing much
inthe PDS market. Investment in PDS by unit trusts -
has not been actively promoted and thisisalso con- -
tributing tothelow level of individual investmentsin -

the PDS market.

MARKET INFRASTRUCTURE

BNM has been trying to develop amarket infrastruc- -
turefor PDS, improving thetrading, clearing, settle- -
ment, and depository systems. Tothisend, BNM in-
troduced SPEEDS (Sistem Pemindahan Elektronik -
untuk Dana dan Sekuriti: the electronic funds and -
securities transfer settlement system) in the PDS
market (unlisted bonds only) in January 1996. -
SPEEDS comprises two components: Interbank
Fund Transfer System (IFTS) and Scripless Securi-
ties Trading System (SSTS). All new issues of un-

listed long-term bonds are required to be made in
scripless form and traded under SPEEDS to facili-
tate the transfer of securities, payment of interest,
and redemptions. Inthe near future, it isplanned that
al unlisted PDSwill beissuedin scriplessform.

With theintroduction of the Fully Automated Sys-
tem for Tendering (FAST) of PDSin 1997, al com-
mercial papers (CPs), medium-term notes (MTNS)
and Islamic CPs (including private placements),
except long-term bonds, are issued through FAST.
The system wasintroduced to provide auniform set
of procedures to govern the issuance and tendering
of PDS.

TheBond Information and Dissemination System
(BIDS) was launched in October 1997. BIDS has
been providing information on primary and second-
ary marketsincluding information on all outstanding
PDS, Government bonds, T-hills, and Cagamas pa-

pers. It helpsto improvetheliquidity and efficiency
of the markets.

While most of PDS trading takes place in over-
the-counter markets, Cagamas bonds, like all Gov-
ernment bonds, are traded in SPEEDS. Asthe Ma-
laysian Ingtitute of Bond Dealers was incorporated
in 1996, a trading facility similar to the Thai Bond
Dealing Center could be introduced when BIDS is
fully installed. BNM should speed up the remaining
work of market infrastructure development to facili-
tate PDS trading.

UNDERWRITERS

Merchant banks generally carry out underwriting of
PDS, although some discount housesare a so allowed
to underwrite. They were required to earn at least
30 percent of their income from fee-based business
activitiesuntil theend of 1996. Inthe mid-1990s, they
preferred to underwrite equitiesrather than PDS due
to the equity boom and the limited demand for PDS
by ingtitutional investors.

With the increasing variety of PDS, merchant
banks now have more business opportunities to un-
derwrite them, especially as Islamic bonds are ac-
ceptable to awide variety of ingtitutional investors.
However, merchant banks havereatively small capi-
tal bases, such that an unsuccessful underwriting could
endanger their position. Thisisadisincentivefor them
and other underwritersto actively participatein un-
derwriting and market making.

Reserve and liquidity requirements are also an
impediment to underwriting in the PDS market. An
underwriter subscribes to PDS, then alots them to
various investors. If the underwriter failed to allot
the PDS immediately, it would have to secure the
necessary funds to pay the issuer. It usually obtains
the fundsininterbank markets. Although the money
is borrowed for underwriting, it is considered as an
digibleliability andissubject to reserveand liquidity
reguirements. Thisincreasesthe cost to issuers; thus
underwriters request BNM to waive the statutory
reguirements.




SINGLE CUSTOMER LIMIT

Banking institutions such ascommercia banks, mer- :
chant banks, and finance companies are subject to :
the single customer limit under which they cannot :
provide a single customer with loans exceeding 25 :
percent of shareholders’ funds. Since PDS are con- :
sidered as loans to BNM, banking institutions are :
subject to this limit but discount houses are not. :
Hence, discount housesusualy take positionson PDS, :

thereby limiting the market players.

If abanking institution would like to take a posi- :
tion on a specific PDS that exceeds the single cus- :
tomer limit, it hasto request BNM towaivethelimit. :
This issue has not arisen much since most banking :
institutions do not investin PDS. However, asBNM
isplanning to abolish discount houses, it will haveto :
. bonds is below that of the market, which creates
- adverse effects on the secondary market.

review theregulation.

Overall Bond Market
INTEREST

Asthe mgjority of Malaysians (mostly Malays) are -
Moslems, whose teachings prohibit payment of in- -
terest, many are reluctant to invest in interest-bear-
ing instruments. Motivated primarily by theribais -
sue, the Government established PNB, the biggest
unit trust company, to encourage the bumiputras -
(mostly Moslems) to mobilize their savingsthrough -

unit truststhat invest mostly in equities.

The Government started issuing Government In-
vestment Notesin 1983 and BNM has also imple- .
mented a similar scheme. These instruments are .
similar to Government bonds and BNBs. However, .
they do not carry couponsbut instead, pay dividends, -
which are roughly equivalent. In March 1993, .
commercia banks introduced noninterest bearing -
accounts. A similar innovation has emerged in -
the PDS market and the first Islamic bond was is-
sued in 1990. Since then, the volume of Islamic 3
bond issues has increased steadily, and in 1997,
RM5.2 billion was raised by Islamic bond issues, :
representing the biggest share (26.9 percent) in the :

PDS market.
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ISLAMIC BONDS

Theincreasing volume of Islamic bondshas contrib-
uted to the devel opment of the PDS market over the
last few years. However, PDStrading remainsrela-
tively inactive. |slamic bonds areissued through pri-
vate placement, alotting the bonds to Government
ingtitutions. For ingtance, KualaLumpur International
Airport Bhd. (KLIA) issued aRM2.2 billion Islamic
bondin 1996. KLIA, acompany devel oping the new
Kuala Lumpur International Airport, can obtain fi-
nancial support from the Government since it is a
national project. As a result, a large portion of the
KLIA Islamic bond was dlotted to EPF. Similarly,
many |damicbonds (especialy if theamount involved
islarge) have been issued with Government support.
This implies that the market yield of most Islamic

KHAZANAH BONDS

Given the lack of a benchmark yield curve and
shortage of Government bonds, the Government de-
cided to issue khazanah bonds to help foster a ro-
bust bond market. The first khazanah bonds were
issued in September 1997, based on the Islamic
mudharabah concept (no coupon or interest pay-
ment), with aface value of RM 1 billion and matu-
rity of three years. Khazanah bonds were expected
to be issued every quarter and the maturity to ex-
tend from three to 10 years within five years. Due
to the financial crisis, however, the issuance of
khazanah bonds was temporarily stopped in De-
cember 1997, but resumed in March 1998 (RM1
billion, with athree-year zero coupon).

DISTORTION OF YIELD

Despite BNM's persistence in deregulating interest
rates, long-term rates (yields) are not yet fully liber-
dized in Malaysia. Yields are determined through
the auction of Government bonds but the auction is
conducted through compul sory subscription by PDs.
In addition, the auction reflects a high demand for
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Government bonds by banking institutions and the -
short supply of Government bonds, resulting in low |
~ tain percentage of Government bonds held by com-

The distortion can also be observed in the PDS -
market. For instance, Cagamas papers are also is- :
sued by auctions, producing yields similar to those of :
Government bonds. Most Ilamic bonds areissued by |
private placement, and issuers and investors—basi-
caly Govemment-related companiesor ingtitutions—
areinfluenced by the Government. Asaresult, inves- -
tors are expected to accept the offered price of bonds. -
Hence, bondyieldsinMalaysia, regardlessof whether
they are Government bonds or PDS, have been sys-

yields.

tematically distorted by the Government.

The secondary market is adversely affected by the
distorted yields. Despite the Government’sintroduc-
tion of anew accounting system for valuation of Gov- -
ernment bondsheld by bankingingitutions, many banks -
have not actively traded inthe secondary market partly -
to avoid losses. AsPDS areissued in amanner simi-

lar to Government bonds, trading remainsinactive.

Recommended Measures

MONETARY POLICY
BNM has been employing direct lendings/borrow-
ings as amajor instrument for monetary regulation.
InMarch 1998, it announced, in apolicy change, that
open market operations would be used as a major
instrument for monetary management. However, to
achieve this, there has to be a sufficient supply of
financial instruments in the market. The large out-
standing Government bonds (RM69.9 billion at the
end of 1997), Cagamas papers, and khazanah bonds
cannot be used for open market operations now since
they have beenissued at lower yieldsthan prevailing
market rates. Thus, BNM has to depend on short-
term papers, such as T-bills, BNBs, BAs, and NCDS.
BNM should issue more BNBsfor open market op-
erations.

Inlinewiththepolicy change, reserveand liquid-
ity requirementswerereviewed in July 1998. To ad-
just theliquidity requirement, amarking system should

be introduced to spare existing Government bond-
holdersfromincurring big losses. For instance, acer-

mercia banks, finance companies, merchant banks,
EPF, and NSB should be defined as permanent hold-
ingsand theseinstitutions should be required to hold
the bonds until maturity. Thismeasure should remain
inforceuntil theyieldsof financial institutions’ hold-
ings of Government bonds become market-based or
interest rates decline to levels below the market
yields.

PRIMARY MARKET AND BENCHMARK

INTEREST RATES

A short-term benchmark interest rate can be obtained
through open market operations. However, the cre-
ation of along-term benchmark yield curve should
bethetarget. BNM has studied the possibility of cre-
ating a benchmark yield curve through Cagamas
papers. But it realized that the demand for Cagamas
paperswould decline substantially if they wereto be

- excluded from the list of eligible securities. More-

over, Cagamas papers should be issued with high
market yields. Since September 1997, the Govern-
ment has started issuing khazanah bonds, which are
not recognized as eligible securities, hoping that they
will help to create abenchmark yield curve.

Theexisting auction system by PDs has hindered
the creation of abenchmark yield curve. PDS com-
pulsory subscription should be eliminated, and the
statutory requirementsfor banking ingtitutions, insur-
ance companies, EPF, and NSB should be reduced.
With anew auction framework to improve price quo-
tations, Government bonds, Cagamas papers, and
khazanah bonds would be issued at market rates.

With the July 1998 changesin policy, the capabil -
ity of khazanah bonds to create a benchmark yield
curve was enhanced. In addition, if a new auction
system without compul sory subscription to Govern-
ment bonds, Cagamas papers, and other paperswere
introduced, it would help successfully launch theis-
suance of debt securities at market rate.




With the introduction of Islamic bonds, the pri- -
mary market for PDS has devel oped rapidly. How- :
ever, the demand for Islamic bonds has been artifi- -
cialy created through either or both statutory require- :
ments and Government guidelinesin the case of big :
issues. Thishasresulted in largeissuesof these bonds :
at distorted rates. The Government should thoroughly :
review the issuance of Islamic bonds. A fair yield :
curve would be reinstated if Government bonds,
Cagamas papers, and Khazanah bonds would be :
- should waive its statutory requirements when it un-

Cagamas bonds areissued to financethe purchase :
of mortgage loans from commercial banks and fi- :
nance companies. Their roleisimportant in address- :
ing certain issuesin the banking sector, such asma- :
turity mismatch and liquidity enhancement. Never- :
theless, the sale of housing loansis undertaken with 3
recourse. This meansthat the sold loans still remain -
in the seller’s balance sheet. Since Cagamas Bhd.
has addressed the recourse issue, BNM should take -
necessary measures to facilitate the sale of mort-

issued at fair market rates.

gage loans without recourse.

UNDERWRITERS AND MARKET
INFRASTRUCTURE

As the Government achieved afiscal surplus since .
1993, the development of the PDS market becamea -
focal issue. Nevertheless, the market framework -
was designed to ease the issuance of Government .
bonds; for example, EPF and NSB are subject tothe
statutory requirements. A new intermediary, without
the statutory requirements, should be introduced to

prompt the development of the PDS market.

With the existing PDS auction system, the ap- -
proved FAST members, commercial banks, merchant 3
banks, discount houses, insurance companies, devel-
opment banks/finance institutions, EPF, Cagamas -
Bhd., and Khazanah Nasional Bhd., can bid at auc- -
tions for short- and mid-term PDS (it is expected -
that long-term PDS would be included in the near :
future). Thisauction system has helped improve the :
primary market. Here the role of underwriters is :
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important. However, the regulatory framework for
underwriters has remained unchanged.

Commercia banks, merchant banks, and discount
houses can underwrite PDS, but merchant banksdomi-
natethemarket. They are subject to statutory require-
mentsand their capital basesaregenerally small rela
tive to commercial banks, leaving them reluctant to
expand their underwriting businessin PDS. Merchant
banks should increasetheir capital basesto copewith
their roles as underwriters and market makers. BNM

derwritesPDS. Toimprovetheir regulation, stockbro-
kers should be encouraged to underwrite PDS.

With the improvement in the market infrastruc-
ture, particularly the auction, settlement, and clear-
ing systems for PDS, the demand for Islamic PDS
hasincreased. In addition, the introduction of anew
trading system, similar to the Thai Bond Deaders
Center, may help develop the secondary market.
BNM should speed up itsremaining work on market
infrastructure devel opment.

REGULATORY FRAMEWORK

BNM, SC, and ROC arethejoint regulators of PDS.
In addition to complying with their requirements, is-
suers must obtain approvals from these authorities.
This approval process is time-consuming and has
become a constraint on the timely issue of PDS. |s-
suers who comply with the requirements should be
alowed to issue PDS without approval.

It isrecommended that:

* BNM and SC should consolidate the two sets of
requirementsinto asingle set;

« gpprova fromthe Controller of Foreign Exchange
should bediminated;

« dl the sections related to securities businesses
in the Companies Act of 1965 should be incor-
porated into a new law, and the power of the
Registrar of Companies should betransferred to
SC; and

» SC solely should be given the responsibility to
regulate the PDS market.
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Furthermore, BNM should relinquish all of its -
operational tasks to a private sector entity to de- |
velop aself-regulatory organization and the amount :
of funds raised should be determined by the mar- :
ket. In the case of an issuer violating any require- :
ment, including the utilization of funds, SC should

prosecute.

BORROWING OF BONDS AND THE
FUTURES MARKET

The borrowing of bonds against cash collateral is
seldom used in Malaysia. If this practice is encour- -
aged and institutionalized, amore active and liquid

cash market in Government bonds and PDS can be

develop a futures market without a well-devel oped

able bond futures market.

Theborrowing of bondswill createanew dimen-
sioninthe securitiesindustry. Long-term bondhold-
ers, such as EPF, NSB, and commercia banks, can
generate extra income from lending bonds. While

they are required to hold Government and Cagamas
bondsto meet statutory requirements, the lending of
bonds does not breach the requirements since bor-
rowers sell the bonds in the repurchase market. If
the Government will make the income from bond
lending tax-exempt, this will serve as an incentive
for investors to use the new scheme.

CONFIDENCE ON PDS

Despite the introduction of a rating system, confi-
dence about PDS has not been fully established and
about 50 percent of PDS have been issued with bank
guarantees. BNM is trying to disseminate informa-
tionon PDStoinvestorson areal-time basisthrough
BIDS. A new auction system for PDS has been in-
troduced, and clearing, settlement, and depository
systems are being improved to enhance the effi-
ciency of trading. Nevertheless, it is important to

enhance the disclosure and corporate governance
standards to restore confidence on PDS.

INVESTORS

Theroles of market players such as banking institu-
tions, discount houses, insurance companies, EPF,
and NSB should be reviewed. Commercia banks,

for instance, are expected to mobilize depositors
- funds on a short-term basis. However, because of

statutory requirements, BNM forces them to allo-
cate a certain portion of funds for long-term invest-
ment, resulting in maturity mismatches. In addition,
astheir funds are subject to the reserve requirement,

~ the costs of funds become higher compared with
created. It will help investorsto take along or short
bond position with or without having the required
bonds in their physical possession. It isdifficult to

those of nonbanking institutions.
BNM should waive the single customer limit for
merchant and commercial banks when they under-

writeorinvest in PDS. It should also review therole
cash market. MME is planning to introduce a suit- -

of banking institutions and encourage nonbanking in-
stitutionsto invest in bonds.

EPF, PilgrimsFund, Armed Forces Fund, and PNB
are expected to play activerolesin the bond market.
However, theseingtitutions, with the exception of EPF,
place their fundsin the equity market or short-term
instruments. Moreover, their accounting system is
based upon book value/cost and losses from invest-
ments in the equity market are not clearly reflected
in their balance sheets. Their accounting system
should be reviewed and they should be encouraged
toinvest in Government bonds and high-quality PDS
to sustain stabl e portfolio management.

SECONDARY MARKET

The development of the secondary market hinges
on policy changesin monetary instruments (for ex-
ample, open market operations, liquidity and reserve
requirements), the creation of a benchmark yield
curve, and therestoration of confidenceinthe PDS
market. With limited Government bonds available
in the market, BNM should rely on short-term pa-
pers, Cagamas papers, and khazanah bonds for
open market operations, provided that Cagamas




papers and khazanah bonds are issued at market -
rates. Meanwhile, with an increase in PDS, BNM :
and the Government should take the necessary steps :
to encourage PDS institutional investors. In par- :
ticular, EPF, PNB, insurance companies, and vari- :
ous pension funds should review their portfolioin- :
vestment policies, and increasetheir investmentsin :

high rated PDS.
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Unit trustsinvesting in bonds should also be cre-
ated to encourage individual investors. In addition,
there is a need to educate the staff of other institu-
tions, such as pension funds, mutual funds, insurance
companies, cash-rich corporations, and high net worth
individuals, on the advantages of investing and trad-
ing in bonds, rather than having them simply leave

~ their surplus fundsin fixed deposits or shares.
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Appendix
Supplementary Report

INTRODUCTION

The Malaysian authoritiestook two significant mea- :
sureson 1 September 1998: theintroduction of capi- :
~ authorities have taken various steps to strengthen
sian shares to the Kuala Lumpur Stock Exchange
(KLSE). Bank Negara Malaysia's (BNM’s) capita
controls helped to insulate the Malaysian economy -
fromthe Asian crisiswhilelowering market interest

tal controls and the restriction of trading of Malay-

rates and expanding liquidity in the banking sector.

tor have increased since the onset of the financia

impact.

sian shares, asthose traded in the Central Limit Or-
der Book (CLOB) were frozen. As aresult, foreign
investors since then have been reluctant to invest in
Malaysian shares. However, given the limited shares
available in the market due to the restrictions, share
prices have recovered.

Meanwhile, the authorities have been address-
ing issues connected with the capital market. The
Government formul ated the National Economic Re-
covery Plan (NERP) on 21 July 1998. NERP spells
out overall policy directions, and those pertaining to
the capital market aim to (i) improve transparency
and the regulatory environment, (ii) improve the
capital market, and (iii) develop the private debt
securities (PDS) market. Implementation of NERP
started in the fourth quarter of 1998, resulting in a
restoration of market confidence and financial mar-
ket stability.

The Securities Commission (SC) and KL SE have

emphasized the improvement of transparency and
- theregulatory environment, and arefocusing on cor-

porate disclosure, corporate governance, and pru-
dence of stockbroking companies (SBCs). With a
large amount of NPLs in the banking sector, the

thissector. Bond market development, in particular,
the development of the PDS market, has become
an urgent agenda.

This supplement outlines the various measures

- taken by theauthoritiesinlinewith the policy direc-
Nonperforming loans (NPLSs) in the banking sec-
- dealt with in NERP are described.
crisis, fueled partly by loansrelated to sharetrading.
Thisimplies that the banking system had been vul- -
nerable to depreciation of asset values. Individuas,
corporate entities, and Government-rel ated portfolio -
management institutionsinvested heavily inequities, -
thus the collapse in share prices had a significant

tions of NERP. In addition, issues not specifically

NATIONAL ECONOMIC RECOVERY PLANAND
THE CAPITAL MARKET

Equity Market

Stockbroking Companies

Capital Adequacy. The distress of SBCs was

* the most urgent issue facing authoritiesin restoring

The 1 September measures also had an adverse
effect on the equity market. The capital controlsre-
stricted foreign investors from selling their Malay-

market confidence. On 7 January 1999, SC approved
the new capital adequacy requirements (CAR) sub-
ject to the condition that the basis of computation
(adjusted capital) be harmonized with that of the new
CAR. The new CAR, which is determined in rela-
tion to levels of daily risk exposure of SBCs, was
introduced by KL SE.
The new CAR was implemented in two stages:
(i) Stage One: The issuance and dissemination
of Rule 17G on Capital Adequacy Require-
ments of KLSE Rules Relating to Member
Companies (KL SE Business Rules) took ef-
fect on 28 May 1999; and
(i) Stage Two: Complete shift to the new CAR
rules and the full enforcement of Rule 17G,
which replaced Rule 17A of the KLSE Busi-
ness Ruleson Minimum Liquid FundsRequire-
ments, on 1December 1999.
With the introduction of the new CAR, it is ex-
pected that the monitoring of SBCswill beimproved
and enhanced by thefollowing:




(i) incorporating internationally recognized ap- -
proaches and measures, thus setting the stan- -
dards for an overall risk control framework -

for SBCs;

(i) promoting an environment of enhanced risk
management by enabling SBCstoidentify the :
capital available to cover the risks of their :

business; and

(iii) providing a proactive alert mechanism for :
SBCs to quantify, manage, and address the :

: banking sector. The authorities set up a new rule to
: cap the ceiling on the borrowing by SBCs. Under
Nonperforming Account, Bad Debt, and :
Doubtful Debt. With the collapse of share prices, :
coupled with the lack of risk management, many :
SBCs experienced financial distress. However, the :
authorities could not ascertain the financial position 3
of SBCs quickly as there were no standards for the -
treatment of interest on nonperforming accounts, or -
provisions for bad and doubtful debts in financial -
statements. Thus, K L SE announced theintroduction -
of a new Rule 16A of Rules Relating to Member
Companies on 29 June 1999. In order to achieve
smooth implementation of the new rule, KLSE, in
consultation with SC, agreedto allow SBCsatransi-

risks of their business,

tion period of oneyear, starting 1 July 1999.

KL SE consulted industry participantssuch asthe -
Malaysian Institute of Accountants, Maaysian As- .
sociation of Certified Public Accountants, and Ma- -
laysia Accounting Standards Board on the formula-
tion of the rule concerning the Suspension of Inter-
est and Provision for Bad and Doubtful Debts. It
also sought and obtained Ministry of Financeapproval -
for 50 percent tax relief on interest suspended by -
. transactions. Moreover, the financial services mar-

With theimplementation of theruleon 1 July 2000, -
SBCs will be required to comply with Rule 16A in
respect of disclosuresin their monthly accountsand
in their audited accounts for the financial year. The -
new rule will provide the authorities with the basis :
for the assessment of SCBs' financial positions. It :
: couraged SBCs to merge into stronger and larger

SBCs for atwo-year period.

coversthefollowing areas:
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() classification asanonperforming account,

(if) suspension of interest on nonperforming ac-
counts,

(iii) specific provision for bad and doubtful debts,

(iv) reclassification of nonperforming accountsto
performing accounts, and

(v) genera provision for bad and doubtful debts.

Gearing Ratio. Excessive borrowing by SBCs
resulted in distress and an increase in NPLs in the

the previousrule, SBCswererequired to comply with
agearing ratio on utilized level of 2.5 times by end-
1998, 2.0 times by 30 June 1999, and 1.5 times by
the end of 1999.

However, with the introduction of the new CAR
and considering therule' snegative impact on the eg-
uity market, the rule wasrevised asfollows:

(i) SC hasapproved the abolishment of the gear-

ing ratio on approved limit for SBCs and has
a so made the gearing ratio on utilized level
less stringent to no more than 2.5 times. The
revised gearing ratio is in line with the Na-
tional Economic Action Committee’srecom-
mendations; and

(i) acomprehensivereview ontheneed for gear-

ing ratioswill take place after the full imple-
mentation of CAR.

Merger of Stockbroking Companies. There
are 62 SBCsand most of them are undercapitalized.
With the introduction of the new CAR, the under-
capitalized SBCs cannat cope with large amounts of

ket will be liberalized within three years under the
World Trade Organization (WTO) agreement. As
such, increasing the capital base has become an
urgent issue facing SBCs. In fact, BNM announced
amerger plan for the banking sector on 29 July 1999.

On 8 August 1999, the Malaysian authorities en-
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entitiesto enhancetheir capability in handling larger -
volumes of transactions. To protect the businessin- |
terests of small SBCs, the opening of branch offices :
by SBCsisnot allowed, resulting inlimited accessto :
retail investors. It isenvisaged that small SBCsmay |
resist the mergers. However, it is an inevitable pro- :
~ tweenthefinancia institutions concerned and SBCs,
The new rulewas expanded to includelifeinsurance

Broker’'s Commission and Remisiers. Remi-
siersare recognized commission agentsbelongingto
SBCs. They submit security deposits (usually bank
guarantees) to SBCs and execute orders from their -
customers. Although remisiers are capped on their
trading limits by SBCssubject to the amount of their
security deposits, the lack of legal certainty hasal-
lowed them to exceed the limits. To address thisis- -
sue, KL SE has amended itsrulesto bring into force -
a new standard remisiers agreement that aims to -
enhancethelegal certainty in relationships between -
SBCs and remisiers. The main features of the new -
 with effect from 4 January 1999. This measure will

cessfor the survival of the stockbroking industry.

agreement include:

(i) therate of commission for remisiers will be
~ themonitoring of SBCs.
(i) remisiers’ security deposits are segregated

fixed and standardized,;

from clients assets;

(iii) remisiers are responsible for any losses in-
curred by SBCsarising from any transaction
in securitiesdealt by, or through, theremisiers;
and

(iv) remisiers are exonerated from liability in re-
spect of lossesthrough thewillful default, neg-
ligence, instruction, or incorrect administra-
tive procedures and accounting statements
issued by thedirectors, officers, and employ-
ees of SBCs.

To protect the commission and rebate, only SBCs,
remisiers, financia ingtitutions, and their wholly owned
subsidiarieswere allowed to enjoy commissions and
rebates on brokerage. The authorities took steps to
broaden the institutional basein equity investments
by allowing the ingtitutions to be entitled to broker-
agecommission. Thismeasureisexpected to supple-

ment the new guidelineonremisiers. KL SE extended
the categories of institutions eligible for rebates on
brokerage commission effective 16 November 1998.

Under the previous rule, the rebates for institu-
tions were set in the range of 0.25 to 0.5 percent of
the brokerage commission, depending on the deal be-

companies, general insurance companies, superan-
nuation of employees provident funds, finance com-
panies, asset management companies and unit trust
management companies, and trust companiesor in-
stitutionsin the categories of institutionseligiblefor
rebate.

Quarterly Reporting of Financial Position.
KL SE announced on 28 November 1998 that it would
undertake quarterly reporting of the financial posi-
tion of SBCsto promoteinvestor protection through
greater transparency in the stockbroking industry,

hel p enhance the discl osure standard and supplement

Strengthening the Stockbroking Industry.
KL SE announced its new Memorandum & Articles
(M & A) and Rules on 14 June 1999, which came
into effect on 1 July 1999. The new rules had incor-
porated new and enhanced measures adopted in 1998
to strengthen the stockbroking industry. They con-
sisted of new regulatory requirements and resulted
in a consolidated and comprehensive set of rules.
Among the key areas covered in the new rules for
SBCsinclude:

(i) best business practice,

(i) dealinginsecurities,

(iii) rulesontrading,

(iv) delivery and settlement,

(v) financia resources and accounting require-

ments,

(vi) audit regulations, and

(vii) disciplinary action.




Corporate Governance

vestorsin line with the formation of NERP.

Minority Shar eholders. The President of KLSE :
announced on 4 October 1999 the compl ete revamp :
of KLSE's listing rules regarding related party and :
interested party transactionsto better protect minor- :
ity shareholders. His decision was made given that 3
the existing rules could not prevent abuses by con-

trolling shareholders. The new rulesrequire:

(i) the appointment of an independent corporate
adviser to advise minority shareholdersof the
company as to whether transactions are fair -
and reasonable or are to the detriment of mi- -

nority shareholders;

(i) the board of directorsto be mindful of acol-
lectiveresponsibility to ensurethat suchtrans- -
actions are in the best interests of the com- -

pany; and

(ili) interested directors, substantial shareholders,
or connected personswith any interest, direct
or indirect, in such transactions not to voteon .

the resolution of the transactions.

SC introduced a new takeover code on 1 January -
1999 that should improve regul ation on takeoversand -
mergers. Thecode providesminority shareholderswith
afair opportunity to consider an offer. It alsoincludes -
provisionsimposing certain criminal liabilitiesand dis-

courages “creeping” control of a company.

Controlling Shareholders. Amended proce- :
duresand regulationsfor direct businesstransactions
inrelation to the restriction of directorship cameinto -
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- force on 22 March 1999. Directors of public listed

Controlling shareholders in Malaysia have occa :
sionally engaged in abuses of the system, reflecting :
the weak regulatory environment and weaknessesin :
corporate governance. Investors, local aswell asfor- :
eign, are understandably upset whenever such abuses :
and exploitationsemerge. The authorities haverecog- :
nized the weaknesses of the existing legal framework :
and regulatory environment. Assuch, they havetaken :
decisive and comprehensive measures to protect in- :

companies (PL Cs) shall hold no morethan 25 direc-
torshipsin companies of which:
() thenumber of directorshipsheldin PLCsshdl
not be more than 10, and
(i) thenumber in other companies(i.e., other than
PL Cs) shall not be more than 15.
A high-level Finance Committee on Corporate
Governance released a “ Report on Corporate Gov-
ernance”’ on 25 March 1999 that provides 70 explicit

- recommendations on three areas, in particular:

() strengthening of the statutory and regulatory
framework for corporate governance;

(i) enhancement of the self-regulatory mecha-
nismsthat promote good governance; and

(iii) establishment of training and education pro-
grams to devel op the corporate culturein re-
lation to corporate governance, as well asto
ensure that there is the necessary human and
institutional capital available.

Work is currently underway onimplementing the

committee’srecommendations asfollows:

(i) the primary duty of a nominee director isto
act in the best interests of the company, not
the party that made the nomination. However,
a nominee director has often faced difficul-
ties due to status. On 20 August 1999, the
Chairman of SC issued a stern warning to
nominee directors to report all wrongdoings
in their companies to the authorities or face
the consequences of inaction;

(i) al directors have to attend approved courses
as a condition for mandatory accreditation;
and

(i) the proposed Institutiona Sharehol der Watch-
dog Committeewill monitor and combat abuses
by company insiders against minority share-
holders. The Employees Provident Fund (EPF)
has been asked by the Ministry of Finance to
initiate the setting up of the watchdog group.

There are recommendations in the report with

regard to the level and composition of directors
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remuneration, procedures, and disclosurefor remu- -
neration. Among other things, the report suggests |
that the level of remuneration should be sufficient -
to attract and retain directors needed to run the com- -
pany successfully. It also recommends that remu- :
neration be linked to corporate and individual per- :
formances for executive directors, and the level of :
experience and responsibilitiesfor nonexecutive di-
- will be enhanced as aresult.

rectors.

Central Limit Order Book

alack of confidence in the market.

With an announcement on 12 August 1999 that
the Malaysian shares would be included in Morgan
Stanley Capital International (MSCI), resolution of

the CLOB issue became an urgent one for the au-
thorities. This was because the announcement con-
tained a condition that the CLOB issue should be
solved beforethe shares’ inclusionin MSCI. SC ap-
proved a proposal concerning the purchase of the
frozen CLOB shares by Telekom Malaysia Bhd.
(Telekom) and United Engineers (Maaysia) Bhd.
(UEM) on 21 September 1999. However, Telekom
pulled out from the proposal on 19 October 1999 while
UEM proceeded with the negotiations. It is antici-
pated that an agreement will be reached soon given
that the share prices have recovered tremendously
compared to September 1998 and that investors can
compromise with the offered prices.

New Accounting Standards
The development of sound accounting standards
through the Malaysian Accounting Standards Board

(MASB) isessential. All PLCshaveto comply with
new accounting standards regul ations, the Securities
Industry (Compliance with Approved Accounting
Standards) Regulations of 1999, which came into
force on 18 June 1999. SC established the Financial
Reporting Surveillance and Compliance Department
in April 1999 to ensure PLCs' compliance. Itisex-
pected that corporate disclosure and transparency

On 22 June 1999, MASB issued a notice on the

- application of the approved accounting standardsin

With the measure taken on 1 September 1998 to
concentrate sharetrading in KLSE, Malaysian shares
traded in CLOB have been frozen. The authorities
in Malaysiaand Singapore have been negotiatingto
reach an amicable agreement to solvetheissue. The -
measure was effective in stabilizing share pricesin
KL SE as the supply of shares was limited. But for- -
eigninvestorsweredisillusioned by thisdrastic mea- -
sure taken by the Malaysian authorities, resultingin

the preparation of financial statements. The follow-
ing standards, which cameinto forceon 1 July 1999,
arerequired to be prepared or lodged under any law
administered by SC, BNM, or the Registrar of Com-
panies (ROC) pursuant to subsection 7(1) of the Fi-
nancial Reporting Act of 1997 and regulation 3 of
the Financial Reporting (Publication of Approved Ac-
counting Standards) Regul ations of 1999:

(i) MASB Standard 1: Presentation of Financial
Statements;

(i) MASS Standard 2: Inventories;

(iii) MASB Standard 3: Net Profit or Lossfor the
Period, Fundamental Errors and Changesin
Accounting Policies;

(iv) MASB Standard 4: Research and Develop-
ment Costs,

(v) MASB Standard 5: Cash Flow Statements;

(vi) MASB Standard 6: The Effect of Changesin
Foreign Exchange Rules; and

(Vii)MASB Standard 7: Construction Contracts.

Disclosure

KLSE announced new disclosure rules on
12 March 1999 to facilitate the move towards dis-
closure-based regulation. Quarterly reporting of fi-
nancial statementswill be mandatory for all PLCs.
The reports include balance sheets, income state-
ments and explanatory notes on purchase or dis-
posal of shares, corporate proposal status and group
borrowings, debt securities, and off-bal ance-sheet
items.




The reports must be filed with KL SE for public -
release within two months from the end of every :
financial quarter. These quarterly reports are aimed :
at providing timely information to assist investorsin :
their decisions and to enhance the accountability :
and corporate governance of PLCs. PLCswill also :
be required to issue their audited annual accounts, :
and auditors' and directors' reports within four :
monthsfrom the end of afinancial year, with effect :
from the financial year ending on or after 31 July :

1999.

Clearing and Settlement

14 May 1999 with selected custodian banks.

The new SCANS Rulesto revamp SCANS were .
approved by SC on 5 July 1999. The new rulesin-
clude the enhancement of DVPwith ISSasfollows; -

(i) tofacilitatethe settlement of trades of institu- -

tional investorsdirectly withtheclearinghouse, -
KLSE launched 1SS on 15 July 1999. ISS,
which will be offered by KLSE through -
SCANS, will enhance the current DVP envi- -
ronment by extending the clearing member- :
ship to include resident custodian banks and :
ingtitutional investors. The new category of :
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membership will be known as Nontrading
Clearing Members; and

(i) on 28 July 1999, KLSE formally approved
eight banksand a custodian services company
to settle their trades directly with its clearing
housevialSS. Nontrading Clearing Members
have direct access to the clearing and settle-
ment facilities of KLSE viathe ISS and will
be able to achieve same day settlement for
cash and securities.

Amendments to the Malaysian Central Deposi-

: tory (MCD) Rules took effect on 3 May 1999 to
- allow local custodian banksto hold underlying secu-

A swift and accurate clearing and settlement sys- :
tem is one of the most important aspects in securi- :
tiestrading. The current clearing and settlement sys- :
tem of KLSE enables a delivery versus payment 3
(DVP) environment or a same day securities and -
cash settlement for direct members of the system
through itsclearing house, Securities Clearing Auto-
mated Network Services (SCANS). However, mem-
bership to the clearing and settlement system of KLSE -
has been restricted to SBCs. In order to extend the -
benefits of DVP to other investors, KLSE has held -
discussions with selected custodian banks and rep-
resentativesof the Association of Stockbroking Com- -
paniesof Malaysiato obtain feedback beforefinaliz-
ing the Ingtitutional Settlement Service (1SS) Busi- -
ness Requirements Definition document. A discus- -
sion on the I SS mock run strategy was also held on

rities for American depository receipts (ADRs) and
global depository receipts (GDRs) programswith cer-
tain conditionsattached, including thefollowing:

() theunderlying securities must be asponsored
depository receipt program;

(i) the approval of MCDs must be obtained for
holding underlying sharesin aGDR,;

(iii) the underlying securities for each depository
receipt program are held by not more than
fivecustodians;

(iv) thetotal number of underlying securitiesfor al
depository receipts entered into by an issuer
on the stock exchange is not more than 5 per-
cent of the total issued and paid-up capital of
theissuer asdefined intherulesof KLSE; and

(v) each custodian shall hold the underlying se-
curitiesfor adepository receipt programin a
securities account opened solely for that pur-
pose and is clearly designated in the manner
prescribed by MCD.

Suspension

The suspension of trading isimportant to restrain
volatility and to maintain afair and orderly market.
However, the suspension period should be minimized
toensureafair and orderly market. For this purpose,
KL SE issued a Practice Note No 1/1999—Request
for Suspension, whichtook effect from 14 June 1999.
This practice note clearly addresses the following:
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(i) strengthened policy of KL SE on suspension,
(i) reasonsfor suspension,
(i) period of suspension,

(iv) procedures for making a request for suspen-
- takentoreview thefunctionsof divisions/departments

sion, and

(v) obligationsof PLCswith respect to announce-
- 0ds (O & M) Department has been set up to review

ments.

The strengthened policy was developed in consul-
tation with SC and with feedback and cooperationfrom
relevant industry participants. Thiswill benefit share- -
holders and investors by enabling greater control in
the conduct of their investments through the contin- -
ued trading of securities, unless suspension is neces-
~ ganization. The areas covered included self-regula-

sary to maintain afair and orderly market.

Thepolicy will also enhancethe responsibility and
accountability of PLCsin making company announce-
ments to ensure that investors are better informed,
resulting in the sustained growth and thepromotion of

long-term investment interest in the stock market.

Share Buy-back Scheme

In conjunctionwith theenforcement of theamend-
ments of the Companies Act of 1965, KLSE issued
guidelines on 1 November 1998 governing purchase

of own shares by listed companies. The new guide-
lines provide for the utilization of share premium ac-
count for share buy-back and the option to treat re-
purchased shares as Treasury shares. Treasury shares
can beretained, distributed asdividends, or resold.

Thenew guidelines also contain antimanipul ation

rulesasfollows:

(i) the purchase price must not be more than 15
percent above the weighted average market
price of the shares for the five market days
immediately prior to the purchase;

(i) the resale price of Treasury shares must not
be less than the weighted average price of
the shares for the five market days immedi-
ately prior to the resale; and

(iii) the provision of financial assistance by
PL Csto buy back their own sharesis now
prohibited.

Front-line Regulation Task Force
Capacity building and strengthening of KLSE asa

~ frontline regulatory organization have been an urgent

agenda. To achievethisobjective, astudy was under-

within the KL SE Group. An Organization and Meth-

systemsand methodol ogy to streamline functions.
On 2 October 1998, aK L SE Frontline Regulation
(FLR) Task Force presented to SC a draft report on
theoverall direction and the measures/strategiesthat
the KL SE Group has undertaken and intends to un-
dertakein order to become afrontline regul atory or-

tion, enforcement of rulesand regulations, regulation
of behavior of issuers, regulation of behavior of mar-
ket intermediaries, and regulatory management of
the secondary market.

Monitoring and Enforcement

Before the formulation of NERP, the regulators
had been monitoring activitiesin the equity market
and there was law enforcement against breaches of
regulations. However, the NERP recommendations
haveintensified these further and strict law enforce-
ment is now taking place.

Pending Actions

The regulators have achieved great progress in
implementing various recommendations of NERP.
Their efforts should be adequately appraised. How-
ever, there are some pending actions to be under-
taken. These pending actionsincludethefollowing:

() Fund management capability. Greater ef-
forts, including a relaxation of bureaucratic
and procedural controls, should be undertaken
toreadlizethe creation of avigorousfund man-
agement capability in KualaLumpur.

(i) Problems with warrants and transferable
subscription rights (TSRs). Currently en-
forced restrictions on capital raising by issu-
ing warrants and TSRs should be lifted.




(iii) Circuit breakers. A broader based circuit -
breaker mechanism should be considered to :
addressthe problem of excessivevolatility in -

the market (work in progress).

structure and raise funds in the market.

also be encouraged (work in progress).

Bond Market
Measures by BNM, CDRC, and National Bond
Market Committee

of the banking system.

BNM has been increasing the foreign reservesto
copewithany “ringgit attack” onceforeign exchange :
controlsarelifted. Inturn, it istaking the funds out of :
the banking system asdepositsfor sterilization. The :
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sterilization has two aspects: (i) it confines the in-
creaseinloansto the private sector, and (ii) it allows
commercial bankstoimprove profitsby enjoyingin-

 terest margins without risks.
(iv) Corporate exercises. In a dynamic market, :
corporate exercises and restructuring should :
be allowed to continue, especially in the pro- :
ductive and strategic sectors of the economy. :
Restrictionsoninitial public offerings (1POs), :
rightsissues, and corporate restructuring ex- :
ercises should be lifted to allow PLCsto re- -

Meanwhile, the Government needs funds to fi-
nance the budget deficit. It tends to raise funds at
low cost by taking the traditional steps of issuing
Government bonds. However, thereview of interest
rate structures has not been initiated. The Corporate
Debt Restructuring Committee (CDRC) has been
undertaking debt restructuring, and itseffortswill con-

-~ tribute greatly to the soundness of the banking sys-
(v) Review of the Second Board. There is a case :
to be made for tightening qualitative criteria :
for admission to the Second Board inorder to -
restore order, discipline, and credibility aswell :
astorefocuson original intentions. Only com- 3
panies with the best attributes and growth
potential ought to be given an opportunity to -
take the short cut route of raising public capi- -
tal through the Second Board. The authorities -
should consider reducing the number of com- -
panieson the Board by weeding out thosethat -
failed to perform up to the profit forecasts, -
etc. A consolidation and merger exercisecould -

tem. One of the measurestaken by CDRC isto have
distressed companiesissue bonds with the proceeds
to be used for the settlement of debts. BNM allows
banking institutionsto invest in bondsissued by com-
panieswith aBB rating as part of their debt restruc-
turing process.

BNM has set various targets on credit extension
to bankingingtitutions. Investment in bondsis deemed
to be credit extension and it is an easy process for
banking institutions given that the investment does
not require any time-consuming processes and costs
are minimized as the size of bondsisrelatively big.
The CDRC'smeasurewill help develop the primary
market for PDS. However, the secondary market

- for PDS may remain underdevel oped.

After taking measures to enhance market confi-

- denceintheequity market, theauthoritieshave shifted
. their attention to the bond market. It is envisaged

Compared with the emphasis given to the equity
market by the authoritiesto regain market confidence,
the measures taken to devel op the bond market have
been limited. Although the authorities have recog- -
nized theimportance of the development of thebond -
market, the Government and BNM have been more
concerned about economic recovery and soundness

that effective and comprehensive policy measures
for the robust development of the bond market will
be undertaken in the near future.

Aninitiative by the authoritiesto develop the bond
market emerged in August 1999. The 1999 Malay-
sian Capital Market Summit was held from 10to 11
August 1999 in which various papers about address-
ing the bottleneck and pending issues for the devel-
opment of the bond market were presented. Given
the need for innovation in the bond market, an an-
nouncement was made on 7 September 1999 that
the National Bond Market Committee (NBMC) had
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commenced work. The Committee is now working -
on an overall policy direction and rationalization of |
theregulatory framework for the development of the :
PDS market. It is expected that issues connected :
with interest rate structure, monetary tools, auction :
system of Government bonds, regulatory framework, :
and market infrastructure, etc., will be included on

the agenda.

In addition, a seven-member committee on the
formulation of the Capital Market Masterplan was
formed by the First Finance Minister on 23 Septem- -
ber 1999. The masterplan will tackle various weak-
nesses of the capital market as a whole but it will

focus on the bond market.

Shelf Registration Scheme

Asone of the efforts to devel op the bond market, -
a“shelf registration” scheme will be introduced to -
give greater flexibility to companies qualifiedtois-
sue serial bonds on their own within a certain time -
frame. This step is also aimed to deepen the repo
market and increase choicesfor investors. BNM has
also issued guidelines on asset securities. Compa-
niesare allowed toissuebondswiththeratingBB in

order to ease debt restructuring.

Regulatory Framework

A centralized approval system for PDS issuesis
under consideration and necessary law amendments
are being proposed. Under the existing system, an
issuer has to abtain approvals from BNM, SC, and
ROC. Thissystem istime consuming and may result
in missed opportunities to issue PDS at low cost.
The new system and the shelf registration scheme
will help considerably to devel op the PDS market.

Investor Base

Following the move by BNM to allow companies
to issue bonds with a BB rating for their debt re-
structuring process, commercial banks, merchant
banks, and discount companies are permitted to in-
vest in BB rated bonds and retain bonds where the

rating has been reduced to BB. However, finance
companiesare alowedto dosoonly if thebonds are
fully secured and backed by commercial banks or
licensed merchant banks.

Pending Actions

Regulators have been making progressin imple-
menting various recommendations of NERP. How-
ever, there are some actions still to be taken. These
includethefollowing:

() Reducing the inventory cost for market
makers. The PDS market will get abig boost
if the holdings of Government bondsand PDS
by the commercia and merchant banks could
be exempted from the requirement of statu-
tory reservesand liquidity ratio.

(i) More active role for commercial and mer-
chant banks in the PDS market. As a quid
pro quo for the exemption, commercial and
merchant banks should play amoreactiverole
in trading of PDS. At present, when a com-
mercial bank arranges for a PDS issue, PDS
are traded for a while among the discount
houses but they inevitably end up quickly in
the vaults of EPF and the insurance compa-
nies.

(iii) Promotion of PDS among foreign fund
managers. PDS should continue to be pro-
moted among foreign fund managers, who
should be allowed to purchase PDSirrespec-
tiveof their sourcesof ringgit. Foreignershave
been active participants in the devel opment
of the PDS market. Even PDS issued on an
Islamic basis, for instance, the Petronas
Islamic bonds, used to be taken up by them.

(iv) Ingtitutional participation in the PDS mar-
ket. Increasing ingtitutional participation, such
as by EPF, Khazanah, Tabung Haji, and Po-
lice Cooperative.

(v) Repo market. Increasing liquidity in the sec-
ondary market by facilitating a more active
repurchase agreement (repo) market.




(vi) Benchmark yield curve. Reviving the -
benchmark program through Khazanah -

Nasional.

Derivatives Market
Early Warning System

An early warning system for “ Adjusted Net Capi- :
tal” of futures brokers has been devised by SC, Kuala -
Lumpur Options and Financial Futures Exchange :
(KLOFFE), Maaysian Derivatives Clearing House :
(MDCH), Kuala Lumpur Commodity Exchange :
(KLCE), and MaaysiaMonetary Exchange (MME). :
It allows bourses and the derivatives clearing house :
to monitor capital and liquidity situations of futures :
brokers, and enable early precautionary steps to be :

taken.

The early warning system came into effect on 3
4 January 1999 and is monitored by KLOFFE, Com- -
modity and Monetary Exchange (COMMEX), -

MDCH, and SC.

Circuit Breakers

KLSE has studied the issues relating to circuit -
breakers. The study has been conducted with -
KLOFFE, KLCE, MME, and MDCH to come up -
with aworking paper for further discussionwith SC.
- provements in the standards of disclosure and cor-
- porate governance and efficiency of the equity mar-

Pending Actions

Other pending actions to be taken in the imple-
. policiesto (i) increase investments in bonds as rec-

mentation of NERP include the following:

(i) Securities borrowing and lending, and
regulated short-selling. While the suspen- .
sion of these activitiesis necessary under the -
present market environment, they should be
reintroduced when stability and confidence -
are restored because they promote the long-

term devel opment of the capital market.

(i) Put and call transactions. Relevant authori-
ties, particularly SC and ROC, should vigor- -
ously pursueand punish al partiesinvolvedin :
the abuse of “put and call” transactions to :

restore public confidence.
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ISSUES AND POLICY RECOMMENDATIONS
Equity Market
The authorities have made various efforts to re-

- storeconfidenceinthe equity market. However, two

issues still need to be addressed: portfolio manage-
ment policies of Government-related institutions
(GRIs) and low dividend payment.

Portfolio Management Policies of Government-

Related Institutions

GRIs, such as EPF, PNB, Tabung Haji, and the
Ministry of Finance Inc. (MOFI), have invested a
great deal of fundsin equities, sometimesto comply
with their statutory requirements. As GRIsare man-
aging funds from the general public, their portfolio
management policies should be conservative. Equity
investment isrisky and share pricesare alwaysvola-
tile. Assuch, GRIs stand to make big losses or gains
depending upon market conditions.

The ingtitutions’ portfolio consists of long-term
investments. GRIs do not trade shares often. This
means that they do not contribute to any increasein
trading volumes. Dividend payments by PLCs are
relatively low. Asaresult, income generation of GRIs
intermsof dividendsand capital gainsislimited.

With an increase in bond issues, along with im-

ket, GRIs should review their portfolio management

ommended in NERP, (ii) trade shares actively, and
(iii) demand that PLCs increase their dividend pay-
ments. GRIS policy changeswill, in particular, help
enhance the standards of corporate disclosure and
governance as well as increase trading volume.

L ow Dividend Payment. Individual investorsin-
vest in shares on a short-term basis with the expec-
tation of capital gains. Their primary concernis an
increase in share prices. On the other hand, many
GRIs are long-term investors as some of them are
required to comply with statutory requirements. The
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low dividend payment is attributable to the lack of -
incentives for controlling shareholders of PLCs as |
dividend income is subject to tax. If tax cuts or ex- :
emptionswere offered for dividend income, dividend :
paymentswould increase. Thiswould giveinvestors :
more optionsin determining their investments, mod- :
erate price fluctuations, and enhance corporate gov- |
ernance as investors would hold shares for longer
- tialy to stimulate the economy. However, the mon-
- etary tools used to reduce interest rates were inap-

periods.

Bond Market

Despite the measures taken by the authorities so

far, the most important issue—interest rate struc-
ture—hasremained unchanged. The authoritieshave

rate structure is necessary for the development of
the bond market.

isrelatively well developed in Maaysia. However,
the authorities should takeinto account thefollowing
considerationsfor the deepening of the PDS market:

(i) mortgageloans should be sold to the National

M ortgage Corporation (Cagamas Bhd.) with-
out recourse, and

(i) Cagamas bonds should be excluded from the

eligible securitiesthat can comply with theli-
quidity requirementsimposed by BNM.

The authorities should also take measures to de-
velop an asset-backed securities market to improve
bal ance sheets of banking institutions aswell as cor-
porate entitiesthat will contributeto further devel op-
ment of the PDS market.

Distorted Interest Rate Structure. It is im-
portant to have an appropriate interest rate structure
if arobust bond market is to be developed. Despite

various measures taken by BNM, the establishment
of abenchmark yield curve has not yet materialized.
Market forces can bring about an interest rate struc-
ture. However, distortionswill emerge asthe authori-
tiestacklethefinancial crisis.

With theintroduction of capital controlson 1 Sep-
tember 1998, BNM isat liberty to determineinterest
rates. In fact, it reduced the interest rates substan-

propriate. BNM tapped funds from banking institu-
tions by accepting alarge amount of deposits at the

- “intervention rate” (athree-month rate). It also in-
~ tervened by imposing amargin limit on the base lend-
recognized the importance of the benchmark yield
curve, and efforts have been made to establish this
by issuing khazanah bonds. Government bonds are
anatural strategy for reestablishing abenchmark yield -
curve. However, the Government has been raising -
urgently needed funds by placing thebondswithtra- -
ditional subscribers. Thus, a review of the interest -

ing rate. As the banking sector has been suffering
from mounting NPLs, BNM has moved to tighten
liquidity to curbloansand to restoreaprudential bank-
ing system.

BNM has set |oan targets to the banking insti-
tutions to stimulate the economy. Since abond is
deemed as aform of loan and banking institutions

*arecautiousin extending new creditsto corporate
" entities, anew directive set by BNM has become
The mortgage-backed securities (MBS) market

an attractive option. BNM has allowed commer-
cial banks, merchant banks, and discount compa-
niesto invest in bondsissued by companieswith a
BB rating for their debt restructuring process, and
retain bonds where the rating has been reduced to
BB.

The low interest rate policy is beneficial to the
public and private sectors as it reduces the cost of
funds. The Government aswell as Government en-
tities have issued bonds to finance the State cof-
fers and various development projects. Various fi-
nancia institutions and provident funds have sub-
scribed to these bonds. In turn, thefinancial institu-
tionsare allowed to invest in bondsthat carry aBB
rating or above. In the process, BNM’s new direc-
tive may contribute to a distortion in interest rates.
M easures should be taken to establish abenchmark
yield curve and bonds should beissued in linewith
this.




Open Market Operations and Auction Sys- -
tem for Government Bonds. With the new rules -
on liquidity requirement effective 1 January 1999, :
banking institutions can now adopt aflexibleapproach :
to Treasury management. However, BNM’s direct :
borrowing and lending is the main tool to regulate :
money, and open market operationsarelimited. BNM :
should change the system of direct intervention to :

the indirect tool of open market operations.

BNM should also eliminate the existing auction :
system, which results in oversubscription in each :
auction. The principal dealers should bid in the auc- :
tion at their determined prices, which would be a :
first step towards establishing a benchmark yield :

curve.

Asfor BNM’s new rule pertaining to investment :
in PDS issued by companies with a BB rating or 3
aboveaspart of their debt restructuring, thiswill help
develop the bond market. However, it is not clear -
how prices of these bonds should be determined, in 3
- proving balance sheets has become an important
- agenda. ABSwill help convert loansand receivables

particular, in the secondary market.

Mortgage-backed Securities/Asset-backed
Securities
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of mortgage loans from commercia banks and fi-
nance companies. MBS help reduce maturity mis-
matches and enhanceliquidity in the banking sector.
However, the sale of housing loansto Cagamas Bhd.
from banking institutionsisundertaken with recourse.
This means that the sold loans still remain in the
seller’s balance sheet. BNM should move towards
the sale of mortgage loans without recourse.

Cagamas bonds are recogni zed as €ligible securi-
tiesby BNM. Thus the demand for Cagamas bonds
by banking institutionsis significant asthe holdings
of these bonds comply with liquidity requirements.
Assuch, theyield curve of Cagamasbondsissimilar
tothat of Government bonds. The authorities should
review the status of Cagamas bonds in the context
of eigible securities and have Cagamas Bhd. issue
bonds at market rates.

The authorities should also seriously study the
development of the asset-backed securities (ABS)
market. With the onset of the financial crisis, im-

into cash assets through the securitization process,

- and thus contribute to the diversification and deep-

The MBS market has been developing since the -
first issue of Cagamas bonds in October 1987.
Cagamas bonds are issued to finance the purchase

ening of the PDS market. The authorities should
therefore put in place a regulatory environment for
the development of MBS/ABS markets.
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Notes

Iwatch list triggers are based on financial datadisclosed
in periodic financial statements and include shareholder -
fundsunder 50 percent of paid-up capital, gearing ratio of -
four or greater, significant losses over two years, and sig-
nificant amounts of bonds or loans due for repayment in

thefollowing year.

2The monetary instruments used by BNM are asfollows: -
(i) reserverequirement, (i) liquidity requirement, (iii) credit -
control and guidelineson lending, (iv) open market opera-
tions, (v) direct lendings/borrowings, (vi) centralization -
of Government and EPF depositswith BNM, (vii) discount .
operations, (viii) limitson swap transactionswith foreign -
customers, (ix) interest rate regulations, and (x) moral sua- -

sion.

3Commercial banks, finance companies, and merchant :
banks are required to maintain a certain percentage of
(i) eligible assets in the form of cash deposits without -

interest in the Central Bank and (ii) eligibleliquiditiesin
the form of eligible liquid assets. Eligible assets com-
prise deposits (including negotiabl e certificates of deposit
and repurchase agreements) and net interbank borrow-
ings. Eligible liquid assets include cash, clearing bal-
ances with the Central Bank, money at call, Treasury
bills, Government securities, Government investment
certificates, Cagamas bonds, bills discounted or pur-
chased, Bank Negarabills, Bank Negara Malaysia cer-
tificates, and State Government securities.

4Malaysian Government securities, Malaysiainvestment
issues, and Malaysia savings bonds are referred to here
as Government bonds, unless otherwise specified.

SA market yield is determined through auction. Principal
dealers are invited to bid in the auction of Government
bonds by submitting the prices on yield basis. The
weighted average of the successful yieldswill becomethe
market yield of the Government bonds. The principal dealer
system was al so introduced to facilitate the devel opment
of asecondary market in Government bonds.




