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Chapter 6

BASEL III IMPLEMENTATION: CHALLENGES AND

OPPORTUNITIES IN MALAYSIA

By

Muhammad Syukri bin Shamsuddin1

1. Introduction

The Basel Committee on Banking Supervision (BCBS) had published a

reform package in December 2010 (revised in June 2011) through a document

entitled “Basel III: A Global Regulatory Framework for More Resilient Banks

and Banking Systems”. The Basel III Framework, which replaces the Basel II

Framework, has been designed to raise the resilience of the banking sector by

strengthening the regulatory capital framework.

This reform attempts to improve the banking sector’s ability to absorb shocks

arising from financial and economic stress by addressing key lessons learnt during

the global financial crisis. The BCBS also aims to improve risk management

and governance as well as strengthen banks’ transparency and disclosures. The

Basel III covers two aspect of prudential regulation, including capital adequacy

and liquidity.

In terms of capital adequacy, both the quality and quantity of the regulatory

capital base will be raised and the risk coverage of the capital framework will

be enhanced. Basel III essentially has raised the minimum capital ratio that

banks need to maintain, outlined stricter criteria for capital inclusion and introduced

other measures that ensure loss absorbency of capital. BCBS also introduces

the leverage ratio, which should serve as a backstop to the risk-based capital

measures that aims at reducing the risk of build-up of excessive leverage in the

institution and financial system as a whole.

The capital framework is complemented by the comprehensive liquidity

framework, which introduced the 30-day Liquidity Coverage Ratio and the Net

Stable Funding Ratio (NSFR). These measures are intended to promote short-

term resilience to potential liquidity disruptions and encourage banks to use stable

sources to fund their activities.

________________

1. First Level Executive, Prudential Financial Policy Department, Bank Negara Malaysia.



182

These recommendations have been developed from lessons learned during

the global financial crisis, which were mainly from the advanced economies and

complex banking industry. So these recommendations may be too complex and

onerous for some economies especially in the developing countries. Nonetheless,

in areas where the proposals are suitable and promotes better risk management

of banking activities, even economies that are not complex should attempt

implementing the framework with the hope of avoiding any recurring mistakes

during the financial crisis.

This research report seeks to find the relevance of the Basel III capital

reform in the Malaysian context and whether there would be any significant

issues for the banking institutions in Malaysia to apply the rules. This report

would paint the landscape of the Malaysian financial system and the prudential

regulation applied to banking institutions with respect to capital adequacy in Section

2. Section 3 would then assess the implications of applying the Basel III capital

requirements in Malaysia and compare the current capital standard applied.

Section 4 provides an understanding of the issues faced by the Malaysian banks

in applying the rules while Section 5 explains how the country would move

forward in terms of enhancing the capital framework. Section 6 concludes.

2. The Overview of Financial System and Risk Assessment

2.1 General Overview of the Malaysian Financial System

The financial system is defined as the set of institutions, instruments, and

the regulatory framework that permit transactions to be made by incurring and

settling debts2. Its function is to move scarce loanable funds from those who

save to those who borrow to buy goods and services and to make investments

so that the global economy can grow and increase the standard of living. Financial

institutions are the intermediaries that facilitate financial transactions such as

investments, loans and deposits.

Malaysia has a comprehensive financial system that continues to evolve in

response to the changing domestic and international landscape. The financial

activities of Malaysia add up to approximately 9 percent of the Malaysian Gross

Domestic Product (GDP)3. Malaysia operates a dual banking system (conventional

and Islamic banking) consisting of commercial banks, investment banks and

Islamic banks. Islamic banks are conducted either through Islamic banking

________________

2. Defined by OECD: http://stats.oecd.org/glossary/detail.asp?ID=6815.

3. Malaysia Treasury Department statistics for GDP 2005-2011.
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These banking institutions are commercially oriented and professionally

managed and subject to prudential regulations and supervision similar to any

other banking institutions. None of the banking institutions are directly owned

by the Government, although several government-linked investment corporations

(such as the Employment Provident Fund) are key investors.

Table 1

 Number of Banking Institutions as at June 2012

windows or via Islamic bank subsidiaries set up by conventional banks. The

composition of banking institutions in the banking system regulated by Bank

Negara Malaysia (BNM) as at June 2012 is given below:

Table 2

Total Assets of Malaysian Banks by Institution Types

________________

4. Source: http://www.exchange-rates.org/Rate/MYR/USD/12-31-2011.
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The banking sector is comprised of 3 types of institutions, which includes

commercial banks, Islamic banks and investment banks. The most prominent

type of institution in the industry is the commercial bank, comprising 8 major

domestic banking groups and amounting to approximately 80 percent of the

banking industry asset value. The main activities of commercial banks are to

accept deposits, provide financing, issue credit cards to consumers, provide leases,

and offer private debt securities. The banking sector also consists of foreign

commercial banks, which are locally incorporated. Among the 27 commercial

banks operating in Malaysia, 19 are foreign banks These include Hwang-DBS

(Singapore), Standard Chartered (UK), BNP Paribas (France), and Deutsche

Bank (Germany) which on average have assets worth RM18billion each. Islamic

banks operate similarly as the commercial banks, only that their activities are

mainly driven by Shariah principles. Investment banks, on the other hand, have

the least assets in the banking sector, amounting to RM68 billion (approximately

4 percent of the industry). These banks would mainly deal in securities

transactions, provide consultation on corporate matters and provide financing

necessary to complement fee-based activities. Investment banks accept deposits

as well, but only in amounts above RM500,000.

The commercial and investment banks are governed by the Banking and

Financial Institutions Act 1989. In addition, the Capital Market and Securities

Act 2007 also govern investment banks. The governing legislation for Islamic

banks, on the other hand is the Islamic Banking Act 1983. However, the governing

Figure 1

Total Assets as a Percentage by Type of Banking Institutions, 2011
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legislation would be amended and preceded by the Financial Services Act (for

all financial institutions, including commercial and investment banks) and Islamic

Financial Services Act (for Islamic banks) in the middle of 2013.

The role of banks in Malaysia is complemented by the development financial

institutions (DFI) which do not compete with the above-mentioned banking

institutions. These institutions are specialised institutions mandated to develop

and promote certain strategic sectors of the economy and to achieve socio-

economic goals. The strategic sectors include agriculture, export and import of

goods, small and medium enterprises, maritime, infrastructure and capital-intensive

industries. DFIs are governed by the Development Financial Institutions Act

2002 (DFIA) and the Malaysian Government is a major shareholder in a number

of these institutions. Some of these banks include the SME Bank, Exim Bank

and Agro Bank.

As at the end of 2011, the general health of the banking industry was stable

with sufficient amount of capital holdings. The Risk Weighted Capital Ratio

(RWCR) as at end of 2011 was 15.7 percent and Core Capital Ratio (CCR)

at 13.7 percent.  In addition, the capital held by banks mostly consists of high

quality Tier 1 capital, comprising paid-up capital and reserves. Capital in excess

of the minimum regulatory requirement remained high at RM84 billion. Resilience

of the banking sector was further reinforced by the sustained availability of

ample liquidity to meet demands for deposit withdrawals and other liquidity

obligations.

Figure 2 Figure 3
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In terms of the banking activities in Malaysia, net financing amounts to

RM1,325 billion, which reflects a significant increase over the past 5 years. The

total loan growth has also increased in 2011 to 13.6 percent as compared to

12.8 percent in 20105. The trend of non-performing loans have been decreasing

throughout the year of 2011, beginning with 3.32 percent in January, dropping

to 2.69 percent at the end of the year. This has been the general trend throughout

the past five years since 2007 as the ratio has been decreasing every year with

the NPL ratio in 2011 being less than half of the ratio in 2007. The overall

domestic banking activities shows well maintained progress and improvements

with potential of better performance in the coming years.

Besides that, the domestic Malaysian banking groups are continuing its effort

to develop more presence in the global arena. At present, the domestic groups

have increased their presence in 19 countries worldwide, making their mark in

the region. The overseas assets of these domestic banking groups grew from

RM3.3 billion in 2002 to RM258 billion in 2010. The ability of Malaysian banks

to increase their international presence has been due to the continuous capacity

building initiatives such as consolidation and rationalisation, strengthened corporate

governance and risk management practices, and increased the range of products,

services and distribution channels.

Malaysia has also shown strong commitment to develop the Islamic finance

sector and the prominence of Islamic finance has grown significantly over the

years. On average, the total assets of Islamic banks grow at a rate of 20 percent

annually. The share of total assets of Islamic banks have grown more than two-

fold in a decade, from 7.1 percent at the end of 2000 to 17.8 percent at the end

of 2010.

________________

5. BNM Monthly Statistical Bulletin (December 2011).
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The financial sector also provides avenues to manage risk and gain protection

from financial loss through insurance companies. Just like the banking institutions,

the insurance sector also operates a dual system; conventional and Islamic. All

insurance companies are governed by the Insurance Act 1996 and Takaful Act

1984. The different types of insurance companies and takaful operators in

Malaysia are summarised in Table 3.

Figure 3

Islamic Banking Total Assets (RM Bil)

Table 3

Insurance Companies and Takaful Operators
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2.2 The Application of Basel Capital Adequacy Framework in Malaysian

Banks

BNM has duly imposed prudential regulations to ensure the safety and

soundness of the financial system whilst balancing such objective with

developmental agenda of the country. These regulations include the capital

adequacy of banks, which is the Risk Weighted Capital Adequacy Framework

(RWCAF).

The Basel Accord was first issued in 1988, whereas Malaysia has been

adopting the framework for capital adequacy since 1989 with requirements on

capital base and Standardised Approach (SA) for Credit risk. The BCBS then

issued an update to the framework in 1996 incorporating the SA for Market

risk. BNM had only included this in the capital framework in 2004. However,

the limited scope and general language of Basel I gave excessive room for

banks to take advantage of interpretation of the rules which in effect results in

behaviour of banks to take improper risks with inadequate holding of capital.

The Basel II framework was issued by BCBS in 2006, which encompasses

wider scope including the Credit, Market and Operational risks to improve the

Basel accord requirements. The requirement was divided into 2 different types

of approaches namely the SA and the Internal Model Approach (IMA). Basel

also issued the Pillar 2 (i.e., supervisory and internal assessment) and Pillar 3

(i.e., disclosure) requirements. However, in Malaysia, it was gradually adopted

Figure 4

Application of Basel Capital Adequacy Framework in Malaysia
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in 2 phases. The first phase was implemented in 2008, which was updating the

credit, and market risk SA whilst also incorporating SA for operational risk. The

second phase was implemented in 2010, which had incorporated the IMA for

all 3 types of risks and the pillar 2 and 3 requirements.

In light of the Basel III6 requirement issued in December 2010, Malaysia

generally supports the BCBS initiatives to promote a more resilient banking

system with higher quality capital. BNM has issued a circular in December

2011 announcing the commitment to adopt the capital requirements as proposed

by the BCBS in line with the agreed timeline by BCBS (i.e., beginning January

20137). This notification sets out the general approach for BNM to implement

individual elements of the reform package into the domestic regulatory and

supervisory framework, as well as its expectations of banking institutions with

respect to managing the transition towards the new regime. BNM has also

published a concept paper in May 2012, which invites public comments and

feedbacks8. After taking into account feedback received from the industry, BNM

finalised for issuance the Capital Adequacy Framework in November 2012. The

requirements proposed by BNM are mostly in line, if not stricter, than the

proposals of the BCBS. The following section discusses in detail the assessment

on the impact of Basel III standards on domestic banks.

3. Assessment of the Impact of Basel III

3.1 Current Level and Adequacy of Capital of Individual Banks or

Banking Groups in Terms of Key Performance Indicators for Capital

Table 4

Capital Ratios of Malaysian Banking System

________________

6. Basel III: A Global Regulatory Framework for More Resilient Banks and Banking Systems.

7. BNM notification to industry on Basel III implementation. http://www.bnm.gov.my/

guidelines/01_banking/01_capital_adequacy/12_nt_007_25.pdf.

8. Concept Paper on Risk Weighted Capital Adequacy Framework May 2012.

http://www.bnm.gov.my/index.php?ch=en_announcement&pg=en_announcement_all&ac=

167&lang=en.
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The Malaysian banking system as a whole continued to remain well capitalised

with the aggregate Risk Weighted Capital Ratio (RWCR) and Core Capital Ratio

(CCR) for the year ending 2011 at 15.7 percent and 13.7 percent respectively.

This represents further improvement to capital at 15.1 percent and 13.6 percent

respectively in 20109. In effect, banking institutions are operating at levels well

above the minimum RWCR requirement of 8 percent. This also translates to

total capital in excess of the minimum requirement amounting to more than RM84

billion.

This excess capital has been the general trend for Malaysian banks over

the past few years. The banks have been operating above the 15 percent capital

ratio for the past 4 years, which is almost double than the minimum requirement.

Even in 2008, during the global financial crisis, the capital ratio of Malaysian

banks was well above the minimum requirement at 13.1 percent.  In nominal

terms, it translates to approximately RM47 billion of excess capital.

Figure 5

Risk Weighted Capital Ratios of the Malaysian

Banking Institutions, 2008-2012

________________

9. Bank Negara Malaysia Annual Report 2011.
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This is generally in line with the trends of commercial and Islamic banking

institutions, which have operated at capital levels between 13-15 percent. Even

when the investment banks operate at much higher level of capital, generally

more than 30 percent, the whole industry ratio is not induced to be higher than

16 percent. This shows that the investment banks, operating at a higher than 30

percent ratio, do not contribute much to the whole banking industry.

The composition of these ratio show that more than 80 percent of the RWCR

of banks are comprised of high quality going-concern capital. This trend has

been maintained over the years due to the prudent earnings retention by the

local banks. Over the last decade, approximately 58 percent of new capital of

banking institutions in Malaysia is attributable to increases in reserves and retained

earnings. This effort may be partly credited to the BNM’s assessment of capital

adequacy and capital management practices under the risk-based supervisory

framework. The supervisors have focused efforts at ensuring individual banking

institutions operate at capital levels that commensurate with their respective risk

profiles. In addition, the approval of dividend payouts by BNM would take into

consideration the results of stress tests.

Figure 6

Total Capital Ratios According to Banking Sectors, 2008-2012
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3.2 Assessment of Capital Levels in Terms of Enhanced Capital

Requirements of Basel under Different Capital Components

Figure 7

Composition of Ratios of Malaysian Banking Institutions

Figure 8

Composition of Basel III capital

The proposals of the Basel III capital reform show a comprehensive review

in terms of enhancing the minimum requirement as well as placing emphasis on

the quality of capital. The minimum Tier 1 capital (or Core Capital Ratio) in the

previous standard was at 4 percent but the Basel III requirements raised that
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minimum to 6 percent. In addition, the Basel III proposes a minimum ratio for

Common Equity Tier 1 (CET1), which is at 4.5 percent. However, the total

capital ratio was maintained at 8 percent.

In Basel II, the focus was on meeting the minimum Total Capital requirement

of 8 percent. Under the new regime, the same minimum Total Capital applies,

but the challenge for banks globally is to increase the Common Equity of the

banks. Previously, Basel II did not segregate the Tier 1 capital into common

equity and other instruments. The new regime has now separated common equity

and has set a minimum requirement for that instrument on its own.

In addition, Basel III has introduced the capital Conservation Buffer (CB)

of 2.5 percent comprised of CET1 which was designed to ensure that capital

buffers are build up outside periods of stress and that maybe drawn down in

times of stress. The introduction of this requirement was to discourage generous

payouts in the form of dividend, share buybacks and large compensation payment

at times where the banking institution and the outlook of the banking sector are

deteriorating. The CB is set above the CET1 minimum requirement, thus requiring

a 7 percent (4.5 percent + 2.5 percent) CET1 minimum ratio for banks if the

banks were to payout any dividends during the year. Essentially, the BCBS is

providing an additional tool for supervisors to promote capital conservation in

the banking sector.

The amount of capital conservation would be proportionate to the level of

CET1 ratio. The lower the CET1 ratio, the higher the amount of conservation

required. The following table provides an illustration of the minimum capital

conservation ratios:

Table 5

 Individual Bank Minimum Capital Conservation Ratio
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This requirement was introduced in light of observations during the onset

of the financial crisis, whereby banks were making large distributions even when

the performance of the bank was not favourable and deteriorating. Such action

was driven by the collective action problem in which reductions in distributions

were signals of weaknesses. In effect, the resilience of banks continued to

deteriorate with such behaviour, as the banks did not build enough buffers to

support new lending activities when the banks returned to profitability. The

introduction of the CB would assist in addressing this problem by incentivising

banks to strengthen their capital buffers at good times whilst cushioning the

impact of stress conditions.

There is also the Counter Cyclical Buffer requirement, which entails up to

2.5 percent additional capital to be held at CET1 varying according to the

economic condition of the country, for which regulators will assess and impose

accordingly across the industry. A relevant national authority would monitor credit

growth of the country and other indicators to signal a buildup of system-wide

risk. That same authority would then decide whether there is a period of excess

credit growth to be leading to the build-up of system wide risk and decide on

the appropriate level of buffer requirement to be put in place for the entire

industry.

This requirement was designed in light of observations that at times where

a downturn is preceded by a period of excess credit growth, losses incurred in

the banking sector can be extremely large. Consequently, these losses can create

an unstable banking sector, which could potentially contribute to a downturn in

the real economy. The intention to this initiation is to ensure that banking sector

capital requirements take into account the macro-financial environment.

The aggregate of all these requirements may mean that the amount of

minimum requirement for an individual bank could reach up to 13 percent for

which more than 70 percent of that must be met by CET1. The BCBS shows

its strong commitment for the promotion of greater resilience of banks through

the requirement for holding high quality capital. The requirements in Basel II

previously had not put as much emphasis on CET1 as those proposed in the

Basel III requirements. Such high requirements would be onerous and costly for

banks to meet, especially for the smaller banks.

Bearing in mind, this has not taken into account the Global Systemically

Important Financial Institutions (G-SIFIs) or Domestic Systemically Important

Banks (D-SIBs) capital charge proposed by the Financial Stability Board (FSB).

At present, the proposal to the bucketed approach would have a maximum of
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2.5 percent additional capital to be set aside. This additional requirement was

introduced to reduce the probability of failure of banks considered to be

systemically important by enhancing their loss absorbency. The assessment to

determine how systemic the bank is would take into consideration various factors

including size, interconnectedness, cross-jurisdictional activities of the bank,

complexity, and its substitutability.

For Malaysian banks, there does not seem to be a significant challenge to

meet with these minimum requirements as their ratios, on average, are well

above the minimum requirement. As the general trend, the current capital ratios

show that most of the capital held by banks are of Tier 1, most of which are

in the form of common equity. Based on the estimate, Malaysian banks are

currently operating at levels double than the amount required in terms of CET1.

This outcome could be mostly due to the conservative retention practice of banks

and which is emphasised by supervisors. The ratio is also higher than the minimum

requirement including the conservation buffer. So in terms of meeting regulatory

requirements of Basel III, the Malaysian banks are well positioned to apply the

higher regulatory requirements.

Table 6

Minimum Requirements and the Level of Capital Ratio in Malaysia

Figure 9

 Basel II and Basel III Capital Ratio of Malaysian Banks
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However, in comparison to the previous capital standard, the Basel III

requirements does show significant amount of decrease in the capital ratios

especially in terms of the Tier 1 capital. Based on the estimate, Malaysian banks

would have the CET1 ratio fall by 3.8 percent due to a change in regulatory

requirement even without significant change to their business activities. This

does account for a significant amount of capital being deducted in the new

regime of capital standard.

A major difference between the Basel II and Basel III framework is also

in the amount of deductions applied to capital. In Basel II, the capital deductions

were not as comprehensive as those proposed in Basel III. Besides that, the

majority of deductions proposed in Basel III would be taken out of CET1 as

compared to Basel II which has deductions mostly taken out of total capital.

This requirement further amplifies the difficulty for banks with a low Tier 1 ratio

to meet the new minimum requirement.

Figure 10 depicts how the new rules would impact the ratios of Malaysian

banks from a Basel II regime to the Basel III regime. Overall, it is estimated

that the CET1 capital ratio of domestic banks would fall to 9.0 percent from

12.8 percent. The difference in the ratio is contributed to the reserves that are

now recognised as capital (i.e., Available-for-Sale Instrument, Property

Revaluation Reserves, and Foreign Exchange Reserves) and the regulatory

adjustments applied to capital. The figure depicts the elements that are most

significant to the banking institutions in general. In terms of reserves, there would

be a minimal impact from the AFS reserves, which would lead to an increase

of approximately 0.2 percent of the ratio. On the other hand, the more significant

changes would be a result of the regulatory adjustments. The most prominent

deduction would be due to the deduction in investment in subsidiary and other

financial institutions.
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4. Issues and Challenges of Implementing Basel III Standard on

Malaysian Banks

In terms of compliance to the minimum requirement, Malaysian banks are

operating at comfortable levels and well above the minimum requirement as

proposed by the framework. Estimates show that the capital ratios of most

Malaysian banks would not fall below the minimum requirement even if there

are no transitional arrangements provided in their capital computation. This shows

that even without Basel III, Malaysian banks have already been operating at the

intended capital level of Basel III. In addition, the banking industry in Malaysia

is not as complex as the developed countries.

However, there are several parts of the capital framework, which seems

to go against the intention of strengthening capital resilience. This is most relevant

in the threshold deductions approach by BCBS, which allows for some amount

of common shares that could be deducted from capital, based on investment in

the subsidiary rule to be recognised.

Figure 10

Composition of Changes in CET1 from Basel II to Basel III
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The threshold deduction allows for 3 items, which include significant

investments in the common shares of unconsolidated financial institutions,

mortgage servicing rights, and deferred tax assets that arise from temporary

differences, to receive limited recognition when calculating the CET1.

This goes against with the spirit of Basel III, which is to reduce any double

leveraging in the financial industry. With such an objective in mind, the best

approach would be to fully deduct these items. However, in view of the nature

of the BCBS which require the consideration of issues of the varying implications

of this rule on various jurisdictions, this may be the best compromise among the

BCBS countries involved in developing this framework.

This has been the approach taken by BNM as proposed in the Concept

Paper issued in May 2012. The general feedback by respondents was that this

treatment of regulatory adjustment is too punitive. As the estimated calculation

shown in Figure 11 reflects that the most significant amount of deduction in

Basel III ratios from the Basel II ratios are due to the deduction in investment

in subsidiaries and other financial institutions. The regulatory adjustment would

result in a 3.0 percent deduction in the CET1 ratio. However, BNM believes

that the implementation of such a prudential requirement is essential and would

provide a transitional arrangement to avoid any disruption to banking activities.

Figure 11

Threshold Deduction
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The major domestic banking groups in Malaysia generally operate in different

types of holding company structures. The first being the Bank Holding Company

in which the operating banking entity is the holding company or the parent of

the group which has its share in the stock exchange. The financial group with

this structure would have the prudential capital standard applied accordingly across

the whole group as the parent company is held within the scope of supervision

and prudential regulation.

On the other hand, there are groups with a Financial Holding Company

structure being a non-operating entity as the holding company of the financial

group. Based on the current legislative scope, the financial holding company

would be beyond the scope of prudential regulation as provided by the law. The

capital adequacy standard, therefore, would only apply to the banking entities of

the group. In practice, the capital or funding of the group are raised at the

parent entity and then downstream to the operating entities of the group. Since

the parent companies are not subject to capital ratios, the double-leveraging

effect within the group is not addressed. In effect, the consolidated capital ratios

may not be a comparable metric of capital adequacy across the different type

of group structures.

This is a gap within the legislation which would be addressed by the new

omnibus act that would be enacted and enforced in the coming year. This

legislative reform would provide power for BNM to specify prudential standards

on designated financial holding companies. This may include standards on capital

at the financial holding company level.

The Basel III reform introduces a requirement to ensure loss absorbency

of capital instruments through the Non-viability Loss Absorption (NVLA) trigger.

The objective of the NVLA is to minimise the use of taxpayers’ money when

financial institutions are hit with financial distress. It would also avoid any implicit

expectation of government support at times of stress. In the past, the notion of

shareholders absorbing bank losses has been generally academic, as taxpayers’

money would always be provided to save troubled banks. Research has found

that most European banks that were saved during the 2008 global financial crisis

would not have needed the capital injection if the capital instruments were used

to absorbed their losses. The following figure demonstrates that the banks could

have operated well-above the minimum requirement even without any government

support if the Tier 1 and Tier 2 instruments were converted into shares.
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This initiative makes sense as the shareholders, in essence, should bear the

losses of the shares that they hold along with receiving gains when the banks

are gaining profits. It should go both ways, similar to any other non-financial

corporation, not just to reap profits at good times without taking the pain at

times of stress. It is arguably unfair that taxpayers bear the cost of financial

institutions’ losses.

However, there has been minimum guidance by the BCBS in terms

operationalising the trigger. The vague definition of the Point of Non-viability

(PONV) is one of the issues. Different jurisdictions have taken various approaches

at defining this trigger event. Since this feature is a tool for supervisors to utilise

at times of stress of the bank, it would also be tailored to best suit the resolution

regime of the relevant jurisdiction. Therefore, there is no harmonised approach

to defining the NVLA trigger point.

This global discrepancy would not surface unless there is home-host issue

with regards to triggering the NVLA. For example, say Bank A operates in

Malaysia but issues capital out of its subsidiary in Indonesia which gets recognition

at the consolidated level (i.e., Bank A in Malaysia). According to the Basel

rules, when capital is issued from a subsidiary in a different jurisdiction and gets

recognition as regulatory capital at the parent level, the supervisor of the parent

bank would also have the power to trigger NVLA of the subsidiary instrument.

There are now 2 authorities with the similar power to trigger the NVLA. Which

authority would have the bigger say in terms determining the PONV? Surely the

authorities would have different tolerance on the viability of the bank, thus

creating the power-relation issue between supervisors and regulators.

Figure 12

Most Banks Would Have Met the Minimum Requirement if the Tier

1 and Tier 2 Instruments were Converted into Equity
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5. The Way Forward and Strategic Options

The Basel Accord requirements are compulsory for the BCBS member

countries and G20 countries, of which Malaysia is neither. Adoption of the Basel

Capital Standard is also not a prerequisite to comply with the Basel Core Principles.

Even though Malaysia has no formal obligation to adopt the Basel III requirements,

there are compelling grounds for Malaysia to voluntarily adopt the Basel Capital

Standard Requirement. In general, the merit of the Basel III Capital Standard

is that, the key weaknesses in financial regulations revealed during the financial

crisis, are addressed. The standard increases the ability of the banking system

to absorb shocks through higher capital requirements and buffers.

Besides that, the increased presence of Malaysian banks in the global market

raises the need for them to comply with international standards to compete

effectively with regional and global players. Malaysian banking institutions operate

in 19 countries, with total assets amounting to RM258 billion, of which more

than 65 percent are in BCBS member countries. In this respect, various

stakeholders such as investors, analysts and other market participants would

have the expectation for Malaysian banks to comply with the standard. Besides,

complying with such high capital standards would enhance the perception and

reputation of Malaysian banks.

Banking institutions in Malaysia have always operated at capital levels well

above the minimum requirements. Most Malaysian banking institutions are also

adequately maintaining their capital ratios beyond the Basel III minimum

requirements, including the capital conservation buffer. The BCBS projects that

the capital standard would have minimal long-run impact on global economic

output and the benefit of having a more resilient banking system outweighs the

cost. Given the positive economic outlook, Malaysia is in a good position to

implement Basel III.

Given the strong capital levels, banking institutions in Malaysia are well

positioned to transition into Basel III, well-ahead of the 2019 timeline, while also

moving to higher capital levels beyond the minimums prescribed by the Basel

Committee. The majority of banks are effectively operating at levels beyond the

new Basel III minimums (including the capital conservation buffer).

While there is more emphasis on common equity in the new regime, it must

be stressed that Malaysian banks already hold most of their capital in the form

of common equity. This could be due to the prudent earnings retention practiced

by Malaysian banks. Approximately 58 percent of new capital of banking
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institutions in Malaysia over the last decade is attributable to increases in reserves

and retained earnings. Therefore, it is unlikely for these banks to face significant

challenges for maintaining high capital levels even in the highest quality form of

capital.

The conservative capital management and prudent earnings practices of

banking institutions may also, to a certain extent, be credited to the supervisory

practice of assessing capital adequacy and capital management practices under

the risk-based supervisory framework. Emphasis is directed at ensuring that

individual banking institutions operate at capital levels appropriate to their

respective risk profiles, and that dividend payouts appropriately consider the results

of stress tests.

Notwithstanding the capital strength of Malaysian banks, the regulator does

not view it necessary to apply an accelerated implementation time frame, or a

higher capital standard in Malaysia. This is given the fact that Basel III already

significantly strengthens the capital requirement, with minimum common equity

requirements effectively rising more than three-fold, from 2 percent to 7 percent

(including the capital conservation buffer). Meanwhile, the gradual phasing-in of

the higher capital requirements will allow banking institutions to further strengthen

their capital position in a comfortable manner. This gradual approach would also

facilitate lending activities in the economy notwithstanding any potential economic

challenges moving forward.
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The approach to phasing-in adopted by Malaysia would be similar to the

proposed timeline by BCBS as outlined in Table 7. The only difference may be

the cut-off date for banks to issue any Tier 1 or Tier 2 sub-debts without the

requirement that would ensure loss absorbency of the capital instruments.

6. Conclusion

The Basel III capital standard has outlined proposals that are intended to

increase the banking sector’s ability to absorb shocks by addressing key lessons

learnt during the global financial crisis. The minimum requirement has been

significantly raised with emphasis on raising the quality of capital and ensuring

the loss absorbency of capital. The standard also encourages the build-up of

buffer at times of economic upturn and drawing down the buffer during times

of stress.

The situation in Malaysia may not be as critical as the developed economies

during the financial crisis and the relevance of the capital standard may not

entirely suit the context of Malaysia. Nonetheless, there are compelling grounds

for Malaysia to apply the standard as the country continues to develop the

Table 7

Timeline for Implementation of Capital Levels
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financial system and its economy. As the major domestic banking groups grow

their presence in the global arena, adopting an international standard such as

Basel III would be critical for competing with other players in the international

market.

Malaysian banking institutions have been operating at capital levels well

above the minimum requirements of the previous capital standard and the new

Basel III framework. Although projected ratios of the new Basel III standard

show that Malaysian banks would face a significant decline in capital ratios, the

ratios would nonetheless remain above the minimum requirement including the

conservation buffer. Even though the Basel III proposals are demanding,

Malaysian banks are well positioned to adopt the proposals without significant

difficulties.
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