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CHAPTER 5

THE SCOPE, PROSPECTS AND IMPLICATIONS 
OF NEW FORMS OF FINANCIAL 

INTERMEDIATION IN MALAYSIA

5.1 Background

Shadow banking began to evolve and develop in the early 1990’s, with the aim of 
complementing the traditional banking system through alternative sources of credit and 
liquidity. The existence of shadow banking came to the world’s attention with the Great 
Financial Crisis (GFC) in 2008, which resulted from the failure of regulators and market 
participants to truly understand the ultimate impact of financial mechanisms, especially 
shadow banking mechanisms that negatively impacted the business and economic cycle.  
More recently, regulators have started to think about regulations and providing the right 
framework for countries to manage the systemic risks arising from the growth of shadow 
banking.

According to the narrow definition of shadow banking in FSB (2017), shadow 
banking can be defined as “credit intermediation involving entities and activities (fully 
or partially) outside the regular banking system”. That definition includes all forms of 
credit outside the banking system. Later, the FSB expanded the definition of shadow 
banking to cover “a system of activities and entities in the environment involved in credit 
intermediation where infractions of the prudential requirements occur in whole or in part, 
or there are differences from those applied to the banking system”.

But “credit” seems to be unable to capture all of the broad shadow banking activities. 
Even more so, the rapid growth of technology makes shadow banking activities more 
varied and includes a wider range of financial activities. Therefore, it may be the case 
that shadow banking is linked to financial intermediation. The ECB (2012), for example, 
suggested a more complex definition of shadow banking: “shadow banking refers to 
activities related to credit intermediation, liquidity and maturity transformation that takes 
place outside the regulated banking system”.

Lending costs have been observed to fall when shadow banks enter the financial 
system at large and become a core business of the traditional banking system through credit 
intermediation, which involves maturity, liquidity and credit transformation (Pozsar et al., 
2010). But concerns about systemic risk have arisen since there are potential maturity 
and liquidity transformation activities, leverage and flawed credit risk transfers between 
banks and shadow banking entities. On the other hand, regulatory arbitrage (FSB, 2011) 
has led to a rise in the number of shadow banking entities that are able to evade banking 
regulations in their activities.

The period since the onset of the GFC has been marked by an era of digitalisation, 
occasionally referred to by the concept of industry 4.0, where technological developments, 
such as the Internet of Things (IoT), artificial intelligence (AI) and big data, have 
influenced not only people’s behavioural patterns but also business development more 
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widely. Financial innovation creates a high demand for financial services, makes financial 
markets more competitive and drives financial institutions to be more efficient and develop 
new financial products and services. Consumers are no longer satisfied with either the 
duration of the transaction process or the high costs of traditional banking products such 
as payments, deposits and loans. These trends are accompanied by the expansion of formal 
financial services both in banking and non-bank technology-based institutions. Innovations 
in financial technology (FinTech) have greatly facilitated the entry of new players, such 
as e-commerce, gaming and messaging services firms in the financial services industry, 
threatening to erode margins. This has transformed the shadow banking system of old into 
a “new form of shadow banking”, where technology in the form of FinTech products are 
combined with shadow banking activities.

FinTech’s impact on shadow banking has several advantages. To begin with, wider 
data dissemination makes disintermediation more possible and the supply chain more 
integrated on account of the direct relationship between the borrower and the lender, which 
will be the case even for relatively small transactions. Technology as well as the existence 
of regulatory shortcomings and lags make shadow banking at best less regulated and at 
worst unregulated. This allows transactions to become faster and enables easier access 
at lower costs, thereby meeting the needs of consumers at all levels of society. Shadow 
banking activities can be carried out without a physical office, lowering the operational 
costs of the shadow banking entity and making production more efficient and products 
more customised.

Sadly, the regulatory shortcomings mean that turnover of FinTech firms will be a lot 
higher, with entities both entering and leaving the market at a high rate. Risks in financial 
markets rise as a result, leading to elevated default risk and rendering the protection of 
borrowers more at risk. Also, the development of shadow banking activities has led to the 
existence of asset bubbles, or at least a higher sensitivity of the financial markets to rapidly 
rising asset prices. The increase in money creation has led broad money (M3) to increase 
faster than income.

In general, the practice of shadow banking in Asia is different from that in the US 
and Europe, where it is relatively smaller compared to the more dominant banking sector.  
The general lack of complexity in the Asian market means that shadow banking products 
play less of a role in the financial system in Asia. Most of the shadow banking activities 
in Asia represent traditional finance provision in the form of loans to specific economic 
segments (Farid, 2013).

In Malaysia, shadow banking is defined differently from the definition offered by 
the FSB. There, the definition of shadow banking was expanded to include all activities 
and entities that are considered to pose risks to the financial system. To reflect the more 
specific nature and role related to the growth of entities in particular and shadow banking 
activities in general, Bank Negara Malaysia (BNM) includes several traditional factors. 
In addition to the risk factors recommended by the FSB, such as maturity and liquidity 
transformation, imperfect credit risk transfer, leverage and concerns about regulatory 
arbitrage, BNM also considers other factors, such as the size and complexity of the 
activities, lack of substitutability and interconnectedness with the banking system (FSB 
RCG, 2014).
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Figure 5.1
Growth in the Malaysian Money Supply,

1980-2018

Source: BNM.

Shadow banking activities in Malaysia play a vital role in assisting banks in the 
development of the economy and completing gaps in the Malaysian financial system. 
Based on Figure 5.1, shadow banking activities began to enter the Malaysian financial 
market in the 1990’s, resulting in the growth of broad money (M3) outstripping that of 
narrow money (M1).1 Until 2018, the gap between M1 and M3 was MYR1,448,090 million, 
almost five times the equivalent amount of narrow money. One of the main drivers for 
the rapid increase in M3, especially after the GFC, was the support from FinTech. This 
demonstrates the growing interest and confidence of households in saving their money in 
other banking institutions other than traditional banks.

1. Based on the IMF’s Dissemination Standards Bulletin Board (DSBB), the definition of money in Malaysia 
is M1 = Currency in Circulation + Demand Deposits; M2 = M1 + Narrow Quasi-Money; M3 = M2 + 
Deposits Placed with Other Banking Institutions.  Malaysia uses M3 rather than M2 as broad money, 
which refers to the sum of deposits/interest-bearing instruments (including Islamic banking deposits and 
instruments) placed by the non-bank private sector with investment banks.
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Figure 5.2
The Level of Gross Domestic Product (GDP) and Broad Money in Malaysia,

1980-2018

Source: BNM.

Figure 5.2 shows that for Malaysia, the growth rate of M3 far exceeded GDP 
growth, especially after the 2008 GFC. The ratio of M3 to GDP increased from 0.57 in 
1980 to 1.32 in 1998 and then 1.38 in 2008, although it had been falling over the period 
from 2015 to 2018. In fact, the ratio stood at 1.31 in 2018. These numbers indicate that 
the gap between M3 and GDP has been widening. As a result, monetary aggregates have 
been very unstable, suggesting that money multipliers were determined endogenously by 
the behaviour of market participants. Figure 5.3 reveals that before 1998, the gap between 
M3 growth and inflation was quite large but that the difference began to decrease after 
1998. We also find that M3, which is multiplying, translates into high inflation and vice 
versa. That being said, the movements of M3 growth and inflation were not in the same 
direction in 2018. 

Figure 5.3
M3 Growth and Inflation in Malaysia,

1980-2018

Source: BNM.
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The rapid development of innovations of sophisticated instruments due to financial 
liberalisation over time and the increasing need for financing has led to changes in asset 
securitisation in Malaysia. Efforts by the government to transform the Malaysian bond 
market have made it one of the largest in Southeast Asia, even though asset securitisation 
contributed only a small portion of credit intermediation by Non-Bank Financial Institutions 
(NBFIs). In its digital evolution index for 2017, the Fletcher School (2017) awarded a 
Malaysia a “Stand Out” ranking that translates into the country being amongst the digital 
elite. This ranking shows that the country is both highly digitally evolved and advancing 
quickly and reflects the rapid evolution of digital economic activities in Malaysia.

The link between shadow banking and the banking sector is unavoidable. One 
consequence of this, which has been borne out by the GFC, is that shadow banking is 
a source of systemic risk. The latter arises either directly, from the benefits the shadow 
banking system obtain through the credit supply chain into the economic system, or 
indirectly through the interlinkage with the regular banking system. It therefore becomes 
necessary to mitigate the potential build-up of risks through an appropriate monitoring 
and regulatory framework. In this Chapter, we provide a mapping of the shadow banking 
system in Malaysia and evaluate whether monetary policy is still able influence shadow 
banking decision-making.

5.2 Macromapping of New Forms of Financial Intermediation in Malaysia

5.2.1 New Forms of Financial Intermediation in Malaysia

Adhering to the FSB’s broad definition of shadow banking, Malaysia is expanding 
its understanding of shadow banking by following conditions within its financial system.  
In Malaysia, shadow banking is defined as “a system of credit intermediation that involves 
entities and activities outside BNM’s regulatory capture”. Malaysia classifies entities 
performing financial intermediation activities into several categories: (1) investment in 
equities; (2) loan origination; (3) investment in debt securities; (4) securitisation; (5) 
issuance of credit guarantee or enhancement; and (6) issuance of credit scoring or rating.  
Credit intermediation activities comprise (2) to (5) (Figure 5.4).

Credit intermediation activities can occur through two channels. First, the direct 
credit extension. In this case, borrowers and suppliers of funds are connected directly 
through the entity that carries out loan origination or the purchase of debt securities. Second, 
through part of the credit intermediation chain, where credit issued through loan origination 
will be transformed into Asset-Backed Securities (ABS) through securitisation activities 
and will be distributed to suppliers of funds. In addition to using credit intermediation 
activities, there are non-bank entities in Malaysia that carry out activities outside of credit 
intermediation. Even so, these entities still perform financial intermediation activities 
related to systemic risk and the financial system. In addition, they will be subject to 
oversight by various authorities, such as the provision of equity funding and credit scoring 
or rating. BNM also includes credit scoring or rating in financial intermediation because 
it facilitates the credit intermediation process and is subject to oversight by the Malaysian 
Securities and Exchange Commission. 
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Figure 5.4
The Map of Bank and Shadow Bank Activities in Malaysia

  * Banking Institutions comprise commercial banks, islamic banks, finance companies, investment 
banks

** Other Banking Institutions include discount houses, representative office of foreign banks
  ^ Other DFIs refers DFIs that are not regulated by BNM under the DFI Act 2002
^^ Other NBFIs include leasing companies, factoring companies, venture capital companies, 

Cagamas, major non-bank credit providers
Note: NBFI: Non-Bank Financial Institution, PPF: Provident and Pension Fund, DFI: Development 

Financial Institutions

Source: BNM.
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To monitor the universe of NBFIs and to reduce risk factors due to the anticipated 
rise in large and complex NBFIs in the future, the FSB replaced the term “shadow 
banking” by “non-bank financial intermediation” in October 2018, and included insurance 
and pension fund entities in the NBFI category. Therefore, in this analysis, the definition 
of “shadow banking” or “non-bank financial institutions (NBFIs)” refers to the FSB’s 
definition of MUNFIs. To examine whether an entity falls into shadow banking activities, 
FSB (2014) identified two sets of indicators. The first is the systemic risk indicator (SR): 
maturity transformation (SR 1), liquidity transformation (SR 2), credit risk transfer (SR 
3) and leverage (SR 4). The second is based on the FSB’s framework that defines shadow 
banking based on five economic functions (EFs): management of collective investment 
vehicles with features that make them susceptible to runs (EF 1), loan provision that 
is dependent on short-term funding (EF 2), intermediation of market activities that is 
dependent on short-term funding or secured funding of client assets (EF 3), facilitation 
of credit creation (EF 4) and securitisation-based credit intermediation and funding of 
financial entities (EF5).

5.2.2 The Development of New Forms of Financial Intermediation in Malaysia

Shadow banking in Malaysia has changed from traditional credit activities, which 
previously only served as an intermediary between the end suppliers and end borrowers 
of funds, to an extended credit intermediation chain that involves the matching of many 
entities and activities through the movement of the supply and demand for funds. Progress 
in financial markets allows banks or entities owned by banks to play a role in this chain.

Banks can engage with entities or shadow banking activities through their 
exposure to the provision of funds or lending and wholesale funding markets. In terms 
of liabilities, bank involvement can occur either through credit or NBFI debt securities 
held by banks. The evolution of the market structure enables financial intermediation to 
create opportunities for non-bank companies to perform essential functions in carrying 
out securitisation activities, such that the role of traditional banks will be increasingly 
diminished (narrow banking).

But this becomes possible if banks change their organisational structure such that 
the shadow banking entity is an expansion of the bank. To adapt to changes, many banks 
integrate with non-bank entities under a bank holding company (BHC) structure, giving 
the non-bank subsidiaries an increasingly important role in their activities.

Based on Pozsar et al. (2010), banks take a step into the shadow banking system 
by decomposing the simple process of deposit-funded, hold-to-maturity lending into 
a more complex, wholesale-funded, securitisation-based lending process. Because of 
explicit support and authority from the centre (bank), the bank-based intermediation entity 
is more robust on account of its liquidity guarantee in the form of access to the central 
bank’s discount window and credit guarantees in the form of protection of intermediaries’ 
liabilities, such as deposit insurance.

Unlike the shadow banking system structure in the US and Europe, which is relatively 
complex both in terms of activities and entities, the shadow banking system in Malaysia 
is much less complicated and smaller than the banking system.  According to Carmichael 
and Pomerleano (2002), NBFIs in developing countries are more driven by deeper financial 
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markets and overcoming legal and regulatory shortcomings. This contrasts with developed 
countries, where the growth of NBFIs is driven by a specialisation of non-bank activities. 
It is worth keeping in mind that the causes of the financial crisis that occurred in 2008 were 
mainly caused by regulatory arbitrage in developed countries (Liang and Reichert, 2012).  
Shadow banking in Malaysia includes: (1) insurance and takaful companies; (2) provident 
and pension funds; (3) other DFIs; (4) the fund management industry; (5) securitisation 
vehicles; and (6) other NBFIs.

Figure 5.5
The Composition of the Malaysian Financial System 

  1. Banks, DFIs regulated under DFIA 2002, insurance companies and non-bank credit card 
issuers.

  * Refers to other Development Financial Institutions (DFIs) that are not regulated by the 
Bank under the Development Financial Institutions Act 2002 (DFIA 2002).

** Refers to Co-operatives, Leasing & factoring companies, Building society, pawn brokers, 
money lenders, non-bank provider of education financing, non-bank providers of hire 
purchase financing, government-owned trustee company, and social security organization.

  ^ Refers to outstanding asset-backed securities and asset size of national mortgage 
corporation.

Source: BNM.

Figure 5.5 shows the size of shadow banking in comparison to conventional banking 
institutions. With a share of 60.3% in 2018, banking institutions, which include banks, DFIs 
regulated under DFIA 2002, insurance companies and non-bank credit card issuers, were 
still the largest and most significant providers of funds in the financial system. However, 
based on data from Bank Negara Malaysia, the share has been decreasing – it stood at 
73.0% in 2000. From 2014 to 2017, the percentage share of bank institutions decreased 
by an average of 0.5 percentage points per year, even though it showed an uptick of 0.4 
percentage points in 2018.

In Percent

Composition of Assets Over Time NBFI Composition Over Time
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After the financial crisis, NBFIs continued to increase their share of assets to total 
assets in the Malaysian financial system, particularly compared to banks. In aggregate, 
the market share of NBFI assets is quite significant, reaching 39.7% in 2018. Based on 
BNM data, this reflects a gradual increase from the 27.0% share of NBFIs in the financial 
system in 2000. Provident and pension funds and the fund management industry make up 
the most significant portions of total NBFI assets in Malaysia, accounting for 18.4% and 
14.0% of total assets in the Malaysian financial system in 2018 respectively. The share of 
NBFIs in the Malaysian financial system continues to see steady growth, with an average 
annual increase of 0.4 percentage points from 2013 to 2017. In 2018, however, the overall 
share of NBFIs decreased by 0.41 percentage points, mainly on account of the share of 
provident and pension funds and the fund management industry decreasing by 0.4 and 
0.4 percentage points respectively. The growth of NBFI assets in the financial system 
illustrates how NBFIs have begun to deepen and expand their presence in the Malaysian 
financial system, indicating perhaps that they play a complementary role in the financial 
system by slowly replacing the function of banking institutions in Malaysia.

Figure 5.6
Interlinkages of NBFIs with the Financial System

Source: BNM.

Figure 5.6 shows the link between NBFIs and the financial system in Malaysia. 
The dependence of funding on NBFI intermediary activities from bank loans grew by 
5.2% over the past three years, from 15.0% in 2015 to 20.17% in 2018. On the other hand, 
credit risk for banks is generally quite low. At around 53% in 2017, shadow banking’s 
function as an intermediary non-banking institution in Malaysia has played a significant 
role for the household sector, but the contribution of NBFIs to household debt is still 
quite low at approximately 8.3% (Figure 5.6). The channel for transmitting NBFI risks 
to the financial system can be seen through the ownership of financial assets by NBFIs 
and equity investments in domestic banks. Judging from the relationship between shadow 
banking and the banking sector, the complexity of shadow banking activities in Malaysia 
is still low.  This is due to shadow banking’s dependence on the capital markets and bank 
loans to fund their small intermediation activities, lowering the NBFIs’ risk profile in 
Malaysia.
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The Global Financial Development Database includes total assets of NBFIs to 
GDP. These data are available for provident and pension fund assets to GDP, mutual fund 
assets to GDP, insurance company assets to GDP, life insurance premiums to GDP and 
non-life insurance premiums to GDP. Over the past decade, the development of pension 
fund and mutual fund assets in Malaysia has shown rapid growth and has contributed 
significantly to GDP.  Pension funds’ holdings in 2016 accounted for 59.9% of Malaysian 
GDP. The equivalent share of assets to GDP in 2006 was only 47.1%. Besides, the share 
of mutual fund assets to GDP in 2016 was 29.1%, up from 19.7% in 2006 (Figure 5.7).

Figure 5.7
Total Assets of Non-Bank Financial Institutions to GDP (%)

Source: IMF.

Insurance and Takaful Companies

Based on the FSB’s classification, insurance and takaful entities are included in 
NBFIs, because some insurance corporations may be engaged in credit intermediation 
activities if they obtain the approval of the bank to pledge or charge any of its assets or 
securities, which results in maturity or liquidity transformation. Furthermore, by providing 
credit enhancements, they can also engage in credit creation activities. By offering 
insurance to credit and financial guarantees (mortgages), with certain limits, insurance 
has been facilitating credit creation activities (EF 4) by providing credit enhancements or 
writing puts on credit assets. In Malaysia, insurance companies are regulated directly by 
BNM, meaning they are considered to have the same level of protection as banks.

Provident and Pension Funds

In Malaysia, provident and pension funds (PPFs) accounted for the largest share of 
NBFIs, making up 46.4% of total assets of NBFIs and 18.4% of total financial system assets 
as at end-2018. PPFs, such as the Employment Provident Fund (EPF) and the Retirement Fund 
(Incorporated) (KWAP), are governed by their individual laws and monitored by the Ministry 
of Finance, while private pension funds are under the Securities Commission Malaysia’s (SC) 
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supervision. The increase in PPF’s share in Malaysian NBFIs continued from 2014 to 2017, 
with an average annual growth of 0.4 percentage points, with the most significant increase in 
2017 of 0.7 percentage points. In 2018, however, PPFs’ share decreased slightly to 18.4%.

Although deposits in the banking system continue to grow, deposits by PPFs began 
to moderate one the eve of the GFC in 2006, while deposits by other NBFIs began to grow 
at a slower pace during the crisis. Even so, PPFs remain a major provider of liquidity in 
the financial system in Malaysia, especially for banking institutions through the placement 
of their deposits. Aside from deposits, PPFs also plays a role in the movement of capital 
and bond markets by channelling liquidity. After the onset of the GFC in 2008, the return 
on assets (ROA) as well as PPFs’ return on equity (ROE) increased significantly.

Malaysia’s pension system consists of the civil service pension scheme, the fund 
of the armed forces (LTAT), social security organisation, employment provident fund 
(EPF) and social pensions. The most prominent players in the PPF sector in Malaysia 
are the Employment Provident Fund (EPF) and Retirement Fund (Incorporated) (KWAP). 
EPF is the managing entity of the national pension fund scheme for individuals employed 
in the Malaysian private sector and public sector. Employees and their employers make 
compulsory contributions based on the Employees Provident Fund Act 1991.

There are two basic structures for pension programmes in Malaysia, namely 
defined benefits (DB) or defined contributions (DC). Defined benefits are retirement 
programmes where the employer is responsible for paying a stream of benefits determined 
by a formula to a retired plan member and for bearing the risk if the programme’s assets 
do not adequately fund the benefits. By contrast, defined contributions are programmes in 
which the interests of members are equal to the value of the accumulation of contributions 
of employers and employees in the accounts of members, and members who incur a loss if 
the accumulated assets are not able to provide sufficient funds for retirement.

PPFs’ activities can pose a potential liquidity risk (SR 2) from asset reallocation 
errors that occur under restrictions if members are allowed to divert funds over a short time 
period.  Some PPFs allow individuals to withdraw the amount invested for a short period, 
either in cash or as a transfer to other funds.  In addition, PPFs can also lead to the potential 
build-up of leverage (SR 4), because of their involvement with derivatives or investing in 
less liquid assets.

Development Financial Institutions

In Malaysia, Development Financial Institutions (DFIs) are specialised financial 
institutions established by the Government to carry out specific tasks in developing and 
promoting specific sectors that are considered both critical and strategic for the socio-
economic development of the country. These sectors include agriculture, small- and 
medium-sized enterprises (SMEs), infrastructure, maritime, export-oriented sectors as 
well as capital-intensive and high-technology industries. DFIs play a role in equipping 
the banking sector to meet gaps in financial services and product supply to strategic 
areas aimed at building the long-term economy. There are two types of DFIs in Malaysia, 
namely those falling under the Development Financial Institutions Act 2002 (DFIA 2002) 
and those that are not regulated by BNM under DFIA 2002. Of the 13 DFIs in Malaysia, 
six are regulated under DFIA 2002 while the remaining seven are not.
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The share of DFIs not regulated by DFIA 2002 in the Malaysian financial system 
is quite small. Neither did the evolution of DFIs in Malaysia see significant growth. In 
fact, it was quite stagnant over the past five years. In 2013, DFIs accounted for only 1.6%, 
which increased by just 0.2 percentage point to 1.8% in 2018. Based on the FSB report, 
DFI activities in Malaysia originate maturity/liquidity transformation risk and leverage.  
In addition, they are involved in the provision of loans that depend on short-term financing 
and the facilitation of credit creation, so that they are included in SR 1, SR 2, SR 4 as well 
as EF 2 and EF 4. But the fact that some DFIs are subject to prudent supervision while 
other DFIs are not falling under DFIA 2002 only occupy a small portion of Malaysia’s 
financial system, effectively reduces some of those risks.

Fund Management Industry

Rising innovation has pushed cash pool activities in Malaysia to develop along 
with the increasing need for household and corporate financing. Besides PPFs, the fund 
management industry seems to be the most substantial part of NBFIs in Malaysia. Overall, 
its share of total assets of NBFIs and total financial system assets in Malaysia at end-2018 
was 35.3% and 14% respectively. The Securities Commission Malaysia plays a role in 
regulating and preserving the fund management industry in Malaysia. The growth of the 
fund management industry in Malaysia is on a declining path, which can be seen from the 
average annual growth rate of –12% over the past six years. Figure 5.8 shows assets under 
management in Malaysia, which have experienced a significant increase from MYR55.2 
billion in 2000 to MYR813.58 billion in August 2019. The largest asset allocation in 
Malaysian fund management is in equities (47.2% in August 2019), followed by fixed 
income securities (22.2%) and money market funds (20.2%).

Figure 5.8
Assets under Management in Malaysia

Source: Securities Commission Malaysia.

Two developments are worth pointing out. One, a strategic encouragement of 
the Malaysian authorities has been reflected in the development of the domestic capital 
markets. Two, Malaysia operates a dual financial system, which has boosted the demand 
for Islamic funds in the country. In fact, Malaysia has the largest global market for Islamic 
funds after Saudi Arabia. Figure 5.9 shows the market share of Islamic funds’ assets 
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over the last five years: the percentage of Islamic funds’ assets in Malaysia is still the 
second largest in the world and has increased from 30.0% in 2012 to 31.7% in 2017. The 
equivalent number for Saudi Arabia, which has the highest amount of Islamic funds’ assets 
in the world, decreased from 40.3% in 2012 to 37.1% in 2017.

Figure 5.9
Share of Global Islamic Funds’ Assets, 2012 and 2017

Source: Securities Commission Malaysia.

In Malaysia, Islamic assets under management grew modestly. The market share of 
Malaysian Islamic assets under management has shown gradual growth over the years. As 
such, Islamic AuM accounted for 15.2% of Malaysia’s total fund management industry in 
2011, rising to 21.4% in 2018 (Figure 5.10). But from 2017 to 2018, the share of Malaysian 
Islamic AuM fell by 0.8 percentage points.

Figure 5.10
Share of Islamic Assets under Management (%),

2011-2018

Source: Securities Commission Malaysia.
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The size of the fund management industry in Malaysia is due to several factors, 
including the role of unit trust funds (UTFs) as a means for households to accumulate 
wealth, both directly through investments in securities or indirectly through savings in the 
EPF scheme. In contrast to money market funds (MMFs) in the US, UTFs in Malaysia do 
not transmit large shocks to the financial system, mainly due to their long duration.

Table 5.1
Composition of Household Sector Assets in Malaysia, 2013-2017

 Deposits

Unit Trust Funds
(Fixed and non-

fixed rate)
Equity 

holdings
Insurance 
policies*

EPF 
contributions

Housing 
wealth

2013 18.14% 9.93% 9.16% 3.20% 15.94% 43.64%

2014 18.00% 9.37% 8.15% 3.17% 16.35% 44.95%

2015 17.93% 8.89% 7.60% 3.20% 16.73% 45.65%

2016 17.87% 8.66% 7.16% 3.21% 17.00% 46.10%

2017 16.68% 9.28% 6.86% 3.16% 16.70% 47.32%

* Surrender value
Source: BNM.

Based on the composition of household assets (Table 5.1), UTFs only accounted for 
a share of 9.3%. Moreover, their average annual growth rate was negative from 2014 to 
2016, followed by a sizeable increase of 7.2% in 2017. In 2017, UTF accounted for 9.3% 
of the composition of household assets, with an average negative annual growth rate from 
2014 to 2016, followed by a sizable increase of 7.2% in 2017. UTFs in Malaysia played an 
important role in providing financial liquidation because, in addition to depositing capital 
in the form of deposits, the composition of households placing their deposits in UTF is 
quite large and increasing. In fact, it exceeded the household’s share in equity holdings in 
2017.  Based on the economic function of the asset management industry, which acts as the 
management of the client’s cash pools, they possess features that make them susceptible to 
runs (EF 1). In addition, the Malaysian fund management industry is exposed to the risks 
of maturity transformation, liquidity transformation and leverage (SR 1, SR 2. and SR 4).

Securitisation Vehicles

Securitisation activities involving bonds are also growing rapidly in Malaysia, 
mainly due to the government’s continuous efforts over the past two decades to turn the 
Malaysian bond market into the largest bond market in Southeast Asia (Farid, 2013). Even 
so, the share of activities by securitisation vehicles in Malaysia over the past six years 
has continued to be small. The low securitisation can be explained by the significant role 
of banks in the provision of both financial liquidity as well as traditional loans and the 
purchase of plain vanilla debt securities and equities. The share of securitisation vehicles 
in the Malaysian financial system is quite small.  Moreover, the growth rate of Malaysian 
securitisation vehicles did not experience a significant increase. Instead, it was quite 
constant over the last five years. In 2013, securitisation vehicles accounted for only 1.6%, 
and this share increased by 0.1 percentage points to 1.1% in 2018.
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The issuance of asset-backed securities (ABS) in Malaysia is dominated by Cagamas 
MBS Berhad, which is a subsidiary of the national mortgage company Cagamas Berhad.  
The latter, founded in 1986, is a government-owned business entity engaged in mortgage 
financing, initiated the growth of commercial mortgage-backed securities (CMBS) in 
Malaysia. Cagamas MBS, which is a national mortgage company that bridges long-term 
investors and mortgage lenders, acts as a Special Purpose Vehicle (SPV) by issuing financial 
instruments to capital market players. Although the products are asset-backed securities 
supported by Treasury housing loans, this fact makes the product safer compared to ABS 
issued privately. This is because Treasury housing loans are only provided to Government 
employees and are based on monthly salary deductions.

For the time being, complex market-based funding structures, such as structured 
investment vehicles (SIVs) and asset-backed commercial paper conduits involving maturity 
or liquidity transformation, are still rare in Malaysia (Figure 5.11). This, therefore, reduces 
the potential for shocks due to the vulnerability of NBFIs, which can cause a drying up in 
market liquidity. This is exactly what happened in several developed countries, especially 
the US, during the great financial crisis. In Malaysia, Securitisation Vehicles are identified 
as shadow banking because they carry out securitisation and fund the activities of financial 
entities (EF5).

Figure 5.11
Credit Intermediation Chain in Malaysia

Source: BNM.
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Other Non-Bank Financial Institutions

Apart from banking, another big source of traditional personal financing in Malaysia 
comes from the provision of credit by non-banks, with a sizable portion occurring via 
credit extension.  Non-bank credit providers include co-operatives, leasing and factoring 
companies, building societies, pawnbrokers, money lenders, non-bank providers of 
education financing, non-bank providers of hire purchase financing, government-owned 
trustee companies and social security organisations. That fact notwithstanding, banks are 
still the major providers of household credit financing, which is followed by the Treasury 
for financing the purchase of properties and cars (BNM, 2013). The main purpose of non-
bank credit occurs as the primary source of financing in specific segments of the population, 
such as debtors in middle- and low-income groups or to finance small businesses.

In Malaysia, although cooperative activities are considered to pose risks arising 
from maturity and liquidity transformation as well as leverage (SR 1, SR 2 and SR 4), 
loan provision activities are funded through member contributions that rely on long-term 
financing and are regulated by the Malaysian Cooperative Societies Commission, so that 
cooperative activities in Malaysia are not classified as shadow banking.

Figure 5.12
Household Sector – The Contribution to Growth in Debt

Source: BNM.

In addition, a brokerage entity is not considered to be engaged in shadow banking 
activities because shareholders fund most of the activities carried out by brokers and 
clients are given margin loans upon request. FSB concluded that brokerage fell under EF 
3, because it was performing intermediation activities that rely on short-term funds, in 
addition to which it has the potential to leverage risk (SR 4). Based on the SR 1, SR 2, SR 
4 and EF 2 indicators, building societies in Malaysia are identified as shadow banking, 
because these institutions carry out activities in maturity or liquidity transformation and 
short-term deposits primarily fund leverage. 

In Percent
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Besides, there is no formal prudential institution that oversees the activities and 
institutions of building societies. Pawnshops in Malaysia have limited primary assets 
(gold) and usually only carry out activities on a small scale aimed at meeting retail needs.  
The rather limited and simple activity by pawnshops means they have low leverage (SR 
4), so the risk they pose is not systemic. Therefore, pawnshops are not categorised as 
shadow banking in Malaysia. Based on FSB (2014), leasing and factoring companies are 
considered primarily funded by short-term deposits (EF 2).

The real estate market is quite attractive to households in Malaysia. We can see 
from Figure 5.12 that residential properties contribute the most to household debt growth.  
Although the growth in debt for residential properties has declined, household sector 
growth has also fallen in all aspects. In Malaysia, banks face stiff competition from NBFIs 
such as savings and loan associations, mortgage banks and credit societies. According to 
Carmichael and Pomerleano (2002), demographic developments are the dominant factor 
for growth of the real estate market. The impetus for the construction of new homes comes 
from population growth and wealth, followed by increased urbanisation and housing 
investment. The high level of competition in the real estate market is also inseparable 
from regulatory arbitrage which makes financing companies and non-bank real estate 
development agencies enter the market and compete with banks and insurance companies 
in providing mortgage loans. But in terms of financing for the household sector, which 
includes personal financing, property financing and credit cards, the market share of non-
bank credit providers remains small compared to the extended market share of funding by 
banks, accounting for around 2% of the total financing disbursed to households (Figure 
5.12). 

The large housing market in Malaysia has created a commensurate demand for 
mortgage financing. This leaves mortgage companies exposed to risks arising from the 
transformation of maturity and liquidity. Moreover, leverage is involved in facilitating 
credit creation and securitisation (SR 1, SR 2 and SR 4; EF 4 and EF 5). Based on the 
FSB criteria and the limited prudential requirements for this type of financial activity, 
mortgage companies are included in the shadow banking category.

New Forms of NBFIs: Online Platforms

The framework in support of FinTech in Malaysia began in 2015 when the SC 
initiated the formation of an industry network group called aFINity (Alliance of FinTech 
Community), which is meant to encourage more advanced financial innovations and a 
deepening of the capital market in Malaysia. Through aFINity, which is an industry-
led FinTech support group, the SC promotes the development of FinTech by providing 
policy and regulatory clarity, as well as being a forum for FinTech discussions with other 
relevant authorities and government agencies, so that FinTech entrepreneurs can develop 
value chains from the design of solutions and business arrangements to commercialise 
innovation.

In Malaysia, the number of online or financial technology (FinTech) non-bank 
entities extending credit or facilitating credit creation through peer-to-peer lending or 
crowdfunding has been growing. The barriers to accessing capital market financing by 
small companies, especially micro-, small- and medium-sized enterprises (MSMEs) and 
start-up in this era of digitalisation, led the SC to release a legal framework to encourage 
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and improve access to finance for FinTech institutions. With the Securities Commission 
Malaysia’s release of the legal framework on Equity Crowdfunding (ECF) in February 
2015, Malaysia became the first ASEAN country to do so. At that time, seven of the 27 
registrants as ECF operators were selected as “recognised market operators”.

The development of FinTech in Malaysia continued with the SC issuing a legal 
framework on peer-to-peer (P2P) debt financing in August 2016. This new framework 
introduced an alternative channel to obtain funding for small companies through 
fundraising in the capital markets based on sophisticated technological advancements. 
Both platforms have stimulated the interest of young investors, especially those aged 35 
years and younger, while most investors on both platforms are retail investors. This shift 
in participation from the traditional stock market to the online platforms can be gauged 
from the size of the involvement of young investors in the Malaysian Stock Exchange, 
which is only around 20%.

Figure 5.13
Development of P2P in Malaysia

Source: Securities Commission Malaysia.

Besides forming aFINity to facilitate access to investment management industry 
services for retail investors, SC launched the Digital Investment Management (DIM) 
framework in May 2017. The initial idea was that investors could access and enjoy 
professional services from portfolio managers. This scheme was intended for high net 
worth (HNW) investors only. But the DIM regulatory framework expanded its reach by 
enabling all communities in Malaysia to offer automated portfolio management services, 
without regard to their net worth or income level. In other words, retail investors from 
all walks of life can invest at low costs and affordable prices without having to sacrifice 
investor protection.

P2P Campaigns and Issuers Age demographics of P2P investors

Distribution by fundraising amount of P2P Type of P2P Investors
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Based on the SC report, crowdfunding is defined as a form of fundraising. Originally, 
funding for business ideas and business operations could only be obtained by collecting 
money from family and friends. Now, the same funding to support a business venture, 
project or a cause can be obtained from a global community through an online platform.  
In Malaysia, there exist two broad categories of crowdfunding, which are investment- and 
non-investment-based. Investment-based crowdfunding consists of Equity Crowdfunding 
(ECF) and P2P financing, both of which are regulated by the SC. In contrast, non-
investment-based crowdfunding could be charity or reward-based crowdfunding and for 
this category, the SC does not have restrictions.

Figure 5.14
Development of Equity Crowdfunding in Malaysia

Source: Securities Commission Malaysia.

ECF is a type of crowdfunding that is based on long-term investment using technology 
to reach the market. The emergence of ECF has changed the dynamics of capital markets 
because it allows ordinary investors to enter the wealth-creation arena, which previously 
was limited to venture capitalists (VCs) and angel investors. It facilitates access to capital, 
which benefits entrepreneurs and small businesses. This platform, together with the related 
regulatory reform, allows private companies with local legal entities to offer their shares 
to the public. This allows newly created companies as well as SMEs to access alternative 
funding sources to grow their businesses.2 Previously, private companies in Malaysia were 
generally not allowed to offer their shares to the general public.3 The ECF framework 
has benefitted both borrowers and funders, who can provide alternative funding sources 
for start-ups and SMEs as well as opportunities to diversify the investment products of 

2. The Capital Markets and Services Act (CMSA) 2007.
3. Section 15(1)(c) of the Companies Act 1965.

ECF Campaigns and Issuers Age demographics of ECF investors

Distribution by fundraising amount of ECF Type of ECF Investors
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investors. Therefore, the existence of the ECF was accompanied by the democratisation 
of finance and much higher financial inclusion in Malaysian capital markets. The ECF 
framework was launched in February 2015 by the SC with six ECF platforms registered 
at the Synergy and Crowdfunding Forum (SCxSC), comprising Alix Global, Ata Plus, 
Crowdonomic, Eureeca, pitchIN and Propellar Crowd +.

To keep financial activities in the field in Malaysia safe and well-regulated, the SC 
proscribed certain restrictions which are contained in the Capital Markets and Services Act 
(CMSA) 2007:

1. The operation of the ECF platform is carried out by Market Operators registered 
with the SC.  Operator must ensure that the issuer is hosted by the platform regulations 
agreed to by SC so that the investor’s pool of funds is protected in a trust account until 
the purpose of the agreement is fulfilled.

2. One company can only be hosted by one platform at a time.  The company is only 
allowed to collect up to MYR3 million in a period of twelve months, regardless of how 
many projects it has, with a maximum capital of MYR5 million, after which it can no 
longer seek further funding on an ECF platform.4

3. There are limits to the total amount of investment by investors.  In light of investor 
expenses for all and the high risks associated with the ECF platform for investors, 
especially for novice investors, the following rules apply:

a. Sophisticated Investors5 

Investors belonging to this group are not bound by the restrictions regarding the 
amount of investment;

b. Angel Investors6 

This group has a maximum investment limit of MYR500,000 with an investment 
period limited to twelve months;

c. Retail Investors7 

For groups that include investors with a limited capital base, the maximum total 
investment is MYR5,000 per issuer, with a total of less than MYR50,000 in a twelve-
month period. 

Unlike the ECF, which is an online fundraising platform with equity investment 
products, P2P is medium-term crowdfunding with investment note products. As such, 
investors receive several regular payments according to a predetermined payment schedule, 
which can be monthly or quarterly. P2P financing provides another option for business 
owners to obtain funding at relatively lower costs compared to traditional sources such as 
bank loans, or by giving up control of their business operations through equity sales.

4. It does not include the company’s capital contribution, or any funding obtained via private placement.  
5. Persons referred to in Part I of Schedules 6 and 7 of the CMSA.
6. For the purposes of the SC’s ECF framework, such an investor is defined in the Guidelines on Recognised 

Markets as “an investor that is accredited by the Malaysian Business Angels Network as an angel investor”.
7. Persons who are not sophisticated investors.
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In April 2016, the SC introduced the regulatory framework for P2P financing. Six 
P2P financing platforms registered at the Synergy and Crowdfunding (SCxSC) Forum, 
namely B2B FinPAL, Ethis Kapital, FundedByMe Malaysia, Manage Pay Services, 
Modalku Ventures (Funding Societies) and Peoplender (Fundaztic). In a sense, the 
operation of P2P financing is very similar to the issuance and subscription of corporate 
bonds or even bank loans. One difference in P2P funding for companies is that business 
risk assessments are not conducted by traditional credit rating agencies, but rather by the 
P2P financing platform operators who have their own risk assessment criteria.

Like the ECF, P2P financing also has certain limitations set by the SC:

1. The operation of the P2P financing platform is carried out by the operator platform 
registered with the SC. Platform operators serve as market providers and serve as 
intermediaries, so operators must ensure that fundraisers follow the rules and provide 
appropriate rating scores. Should the fundraiser rating indicate a high risk of default, 
the operator will set a higher level of financing, with a maximum financing rate of 18% 
per year without prior consultation with the SC.

2. There are no funding restrictions imposed on businesses that use the P2P financing 
platform. Before the funds are released, however, a company needs to raise at least 
80% of the financing target amount. If the incoming funds exceed the target amount, 
then the money will either be returned or the additional offer can be reject, as the case 
may be, following its rules.

3. There are no investment restrictions imposed on investors. For sophisticated and 
angel investors, the P2P platform does not provide funding limits, but retail investors 
are encouraged to limit their investment to a maximum of MYR50,000 at any time.

Table 5.2
Differences between P2P Financing and Equity Crowdfunding (ECF) in Malaysia

Details P2P Financing ECF

Investment 
instrument

Investment notes Shares

Nature of 
investment

Debt-like features; the fixed 
amount of periodic repayments 
of capital and interest (or profit)

Equity and dividends will be declared when 
profits are made

Rights of 
investors in case 
of insolvency

Creditor Shareholder

Who can invest Everyone Everyone.

Limits on 
investment

Sophisticated investor
No limit
Angel investors
No limit
Retail investors 
The maximum investment 
is MYR50,000 on any P2P 
platform at any time

Sophisticated investor 
No limit
Angel investors 
Maximum of MYR500,000 within a twelve-
month period
Retail investors  
The maximum investment is MYR50,000 per 
company, with a total amount of less than 
MYR50,000 within a twelve-month period
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Who can raise 
funds?

Locally registered  
- Sole proprietorships  
- Partnerships
Locally incorporated  
- Limited liability; partnerships
- Private companies 
- Unlisted public companies

Locally incorporated private companies8 

Limits on 
fundraising 

No limit on fundraising MYR3 million within twelve months
On top of that the maximum capital is MYR5 
million and entities can only utilise the ECF 
platform once; after that, the company can no 
longer seek further funds on an ECF platform

Minimum 
amount to 
be raised to 
constitute 
successful 
campaigns

At least 80% of the target 
amount must be allocate

Any amount exceeding the 
target amount shall not be kept

The target amount must be fully met for 
fundraising to be released to companies 
seeking funding. 

Who can operate 
platforms? 

Only SC-registered operators 
can operate P2P financing 
platforms

Only SC-registered operators can operate 
ECF platforms

What are some 
of the inherent 
risks

- Default
- Lack of liquidity 
- Fraud

- Business failure 
- Lack of liquidity 
- Fraud

Source: The Reporter, Securities Commission Malaysia (2017).

Innovations in P2P financing and crowdfunding continue to spawn a rapidly increasing 
number of entities. Beginning in 2018, the FSB started to discuss including online platforms 
in the technology-based non-bank entity group, as they provide credit or facilitate credit 
creation (FinTech credit). The FSB classifies most online platform entities under EF 2, 
reflecting the fact that they are making loan provisions that depend on short-term funding.

5.2.3 Regulation   8

The increasing integration of the banking, securities and insurance markets has led 
to a shift in regulation of the financial sector from the traditional sector-by-sector approach 
to supervision in a broader and more encompassing manner. The surveillance of the 
securities markets is still separate and is conducted by the Securities Commission (SC) as a 
statutory body entrusted with the responsibility of regulating and systematically developing 
the capital market in Malaysia. Banking supervision, on the other hand, is conducted by 
the central bank (BNM). However, Bank Negara Malaysia must ensure the safety and 
health of financial institutions in Malaysia by applying best practices, sound governance 
and appropriate risk management in its supervisory functions. A holistic review of the 
supervisory and financial management functions to achieve higher levels of efficiency and 
effectiveness in integrating the supervisory role has supported BNM’s realignment in this 
regard. One consequence has been a realignment of the Department of Supervision, which 

8. Companies incorporated under the Companies Act 1965 (and subsequently Companies Act 2016).
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has moved towards supervision along functional lines and types of institutions, allowing 
BNM to identify trends and vulnerabilities that arise as a result of NBFI activities. The 
Supervision Department has three responsibilities:

1. Financial Conglomerates Supervision, which encompasses the supervision of 
domestic financial conglomerates;

2. Banking Supervision, which includes supervision of foreign banks, independent 
investment banks and all sharia banks including sharia banking branches of domestic 
banks;

3. Insurance and Takaful Supervision, which is tasked with overseeing insurance 
companies, reinsurance companies, takaful operators, reclaim operators and international 
takaful operators.

The rapid development of integrated finance, the complexity of banking activities 
and the emergence of new entities in credit intermediation gave rise to new risk factors and 
sustainable changes in the financial landscape. These developments require us to expand 
risk assessments, both at the level of individual institutions and for the system as a whole.  
Therefore, BNM created specialised risk units on credit, markets, operational issues, 
insurance and technology risk in the Supervision Department. Their duty is to monitor and 
examine developments and risk trends in the financial system, as well as to serve as the 
regulatory and supervisory body of non-bank financial institutions (NBFIs).

The growth of shadow banking in Malaysia cannot be separated from the role of the 
government in developing the financial system. The rapid development of shadow banking, 
accompanied by technological innovations, makes regulatory planning dynamic and varied 
for the different entities. Building a monitoring framework for a stable shadow banking 
system in Malaysia is a big challenge for the surveillance of the shadow banking system 
in Malaysia. Referring to the high-level principle approach that has been proposed by 
the FSB, Bank Negara Malaysia (BNM) developed a supervisory framework for shadow 
banking in Malaysia (Figure 5.15).

Figure 5.15
Surveillance Framework for Shadow Banking

Source: BNM
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Based on its shadow banking supervision framework, BNM has grouped entities 
included in the shadow banking group based on their activities into three levels or circles.  
Circle 1 contains entities that require more extensive supervision from the authorities, 
mainly because of the potential to generate systemic risk based on the close relationship 
with the banking system, which includes exposure to bank funds entering shadow banking 
entities, placement of deposits at banks and the size of financial institutions owned. In 
addition, they perform activities that have the potential to result in maturity or liquidity 
transformation, create or facilitate leverage and regulatory arbitrage. Entities with large 
balance sheets pose substitutability problems. Moreover, Circle 1 also includes entities 
that have the power to move markets through their substantial participation in the capital 
and money markets. In other words, entities in Circle 1 are NBFIs classified into narrow 
shadow banking based on the FSB (OFI) criteria.

In Circle 2, we find entities that are involved in both direct credit extension and 
those that act as part of the credit intermediation chain but do not yet give rise to potential 
systemic risk. Most NBFIs belong to this group. On a positive note, supervision of entities 
in Circle 2 can be enhanced to make it an integral part of the surveillance framework 
through data collection and monitoring. The remaining financial institutions are in Circle 
3, which includes entities outside the definition of shadow banking, but that are still part 
of financial intermediation by their channelling of capital flows from suppliers to end 
users of funds, such as institutional investors providing equity funding and venture capital 
investment. Private equity and Venture Capital describe non-bank entities that facilitate 
the implementation of the credit intermediation process.

Table 5.3
The Information Required to Evaluate the Entity’s Risk Profile

Information Required/Risk Profile Types of Information

Information about the facilitation of 
assessment on the magnitude of the 
interlinkage of financial institutions 
and the position of market risk

•	 The allocation of the asset at cost and market value, as well 
as at local and foreign currencies

•	 The concentration of assets in a specific industry
•	 The derivatives’ positions and their off-balance-sheet data
•	 The magnitude of exposures to the repurchase agreement 

(repo) market 
•	 The size of borrowing from banks or other financial 

institutions
•	 The magnitude of credit exposures over financing granted 

and investment in private debt securities (PDS) 
•	 The growth of analysis on the profile and concentration of 

contributors to fund

Information about the risk position 
of liquidity

•	 The maturity profile of assets and liabilities
•	 The analysis of asset-liability mismatches
•	 The share of assets held in liquid assets
•	 The reserves of cash
•	 The cash-flow position
•	 The determinants of income and expenditure

Source: BNM.
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To support the implementation of this framework and to strengthen its operating 
capacity, BNM has improved the legislative framework through the Central Bank of 
Malaysia Act 2009. The latter empowers BNM to collect information about non-bank 
entities outside its regulatory perimeter, so that it can monitor and, if and when needed, 
reduce risks that arise in the financial system as well as provide direction for financial 
stability. In addition, to supervise entities that are not under BNM’s supervision, but 
that are involved in financial intermediation activities, regulatory gaps were addressed 
by the 2013 New Financial Services Act (FSA) and the 2013 Islamic Financial Services 
Act (IFSA). The latter two legislative measures allow for the imposition of rules and 
supervision by BNM if a non-bank entity is deemed to create systemic risks that might 
pose a potential danger for overall financial stability.  BNM’s summary of the information 
needed to assess an entity’s risk profile is shown in Table 5.3.

Another boost to BNM’s supervision of NBFIs comes from enhanced cooperation 
arrangements between institutions, which establish more policy coordination and 
implementation, both through formal and informal channels. Examples include memoranda 
of understanding (MoU) and periodical engagements. BNM has coordinated with the 
Securities Commission Malaysia and the Malaysian Cooperative Societies Commission 
through the signing of MoUs.

5.3 Prospects for New Forms of Financial Intermediation

5.3.1 The Digital Agenda for Malaysia’s Capital Market 2016

The well-diversified financial system in Malaysia has led to a high level of activities 
in various forms of credit diversification. In the Malaysian environment, such transactions 
are not only offered by banks through mobile banking (m-banking) but also through non-
bank services. Moreover, the stringent lending regulations by banks after the 2008 GFC 
presented new opportunities for online platform lenders to fill the gap. This diversification 
has created lower costs and encouraged competition in products and services, both 
among non-bank credit partners and the banking sector, to create a more efficient and 
innovative payment landscape, given the growing demand by users. Fund managers and 
asset-management companies also developed innovations that encouraged public demand 
for their services, such as the use of robot-advisors. On top of that, securities brokers 
introduced online brokerages to boost profits.

The rapid growth of FinTech in Malaysia led to the Securities Commission 
Malaysia’s (SC) publication of the Digital Agenda for Malaysia’s Capital Market in 2016. 
The agenda contained the SC’s vision for developing a FinTech industry for the Malaysian 
capital market holistically. It included the identification of four strategic objectives in 
facilitating digital technology and innovation throughout the capital market with three 
regulatory principles for managing risks, engaging markets and educating investors. 
Figure 5.16 shows a snapshot of SC’s digital agenda. 
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Figure 5.16
The Digital Agenda for Malaysia’s Capital Market in 2016

Source: BNM.

5.3.2 Financial Sector Blueprint 2011-2020

The growth of new frontier industries through innovative small- and medium-
sized enterprises (SMEs) is one of the factors driving the high-income economy. But 
limited financing is a severe financial problem that needs to be addressed. Therefore, 
start-up companies require a funding ecosystem that is more diversified, vibrant and 
sustainable. A much higher amount of progressive and dynamic risk capital is needed, as 
well as substantial financing beyond that provided by traditional banking, to achieve all 
of these aims, especially in light of the large extent of diversification that has happened 
in the financial sector recently.  These trends will expand credit intermediation activities 
through NBFIs, meaning that risk and vulnerability profiles will shift from banks to 
NBFIs.  Moreover, the fact that household debt dominates the NBFI loan portfolio creates 
potential risks in the future. In response, Bank Negara Malaysia (BNM) has to ensure 
that lending activities, especially personal financing, shareholders and management of 
non- bank financial institutions (NBFIs), do not remain their main focus going forward. 
An investigation of risk profile factors will be necessary to identify risks that will arise in 
NBFI portfolios such as:

1. The types of products and services offered by NBFIs, so that risk priority resource 
supervision can be determined, as well as the demands of businesses and individuals.

2. The scope of location and markets served by NBFIs to determine the risk for each 
customer under the entity’s management and reach a wider range both at the regional as 
well as the international level.

3. Non-bank entity funding sources, so that risk mitigation can be undertaken to reduce 
the cost of doing business in Malaysia and create a sustainable, strong and conducive 
financial ecosystem.
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BNM introduced the 2011-2020 Financial Sector Blueprint (FSBP), which is a 
10-year strategic plan that maps the future direction of the Malaysian financial system 
and outlines a transition to a high value-added and high-income economy. The blueprint 
provides a vision for the future Malaysian financial sector, allowing it to move forward 
to the next phase of more competitive and integrated environment, while also meeting 
increasingly complex and diverse economic needs. Figure 5.17 presents a wealth 
management landscape for Malaysia based on the Financial Sector Blueprint 2011-2020.

Figure 5.17
Wealth Management Landscape in Malaysia

Source: Financial Sector Blueprint 2011-2020.

The blueprint also provides BNM’s recommendations to achieve its goal by 2020, 
which is to encourage the Malaysian financial sector to reap the benefits of a high value-
added, high-income Malaysian economy. In addition, the resulting growth needs to be 
translated into the inclusiveness and sustainability of productivity gains and innovation, 
so that they can play a vital and competitive role in the financial growth of emerging Asia.  
There are three characteristics the financial sector needs to achieve:

Source: Financial Sector Blueprint 2011-2020.
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The Financial Sector Blueprint 2011-2020 prioritises three primary efforts as the 
focus of financial sector reform to address the challenges of global financial markets, 
namely:

a. Strengthening the resilience of financial institutions

  The evidence for consolidation, restructuring and rationalisation amongst domestic 
financial institutions in Malaysia attests to the development of larger-scale institutions 
and encourages investment in the technology and innovation sectors. When underpinned 
by improvements to safeguard and risk management systems, as well as strengthened 
governance structures and regulations, these institutions should be more resilient and 
be able to regenerate capital structures and absorb loan losses which, going forward, 
fosters the competitiveness of domestic financial intermediaries.

b. Developing the domestic financial infrastructure

  The growth of domestic debt securities markets and the robustness of payment and 
settlement systems are crucial factors in supporting the development of the intermediation 
function in the financial system.

c. Improving the financial stability framework of Bank Negara Malaysia

  Strengthening the financial system framework and regular governance are under the 
aegis of Bank Negara Malaysia, which focuses on potential risks and preventive actions 
to avoid shocks that may arise in the financial system.

In addition, a recommendation in the Financial Sector Blueprint 2011-2020 
encourages the development of activities outside the banking system, such as non-bank 
credit and financial intermediation activities. The latter can be supported by the promotion 
of credit reports, which integrate credit information from various sources and provide a 
health assessment of consumer credit behaviour to avoid default. In future, efforts will be 
made to expand the collection of information by entering credit information from non-
bank financial institutions, telecommunication companies, utilities and other relevant 
sources coming from authorised credit reporting agencies. 
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Figure 5.18
Size of the Financial System in Malaysia*

* Proxied by loans outstanding, equity market capitalisation and bonds outstanding.
Source: Capital Market Masterplan 2 and Bank Negara Malaysia.

In addition, the Blueprint also offers innovative financial solutions to support the 
growth of the Islamic fund and wealth management industry to meet the increasingly diverse 
and sophisticated investment demands and make Malaysia a regional and international 
centre for Islamic funds and wealth management.

5.3.3 Capital Market Masterplan 2

Capital market intermediaries perform the important role of connecting customers 
with products. The long-term development of the capital market requires certainty about 
the direction and higher transparency among market participants.  In this regard, the more 
volatile and complex environment necessitates providing solid foundations for the capital 
markets of the future. As such, the strengthening of the capital market in Malaysia can be 
seen as overcoming the fear of a repeat of the shocks that occurred in the aftermath of the 
great financial crisis.

The Capital Market Masterplan 2 (CMP 2), released by the Securities Commission 
Malaysia in 2011, is a continuation of the CMP 1 (2001-2010) which provided direction 
for the challenges in making capital market intermediaries more comprehensive by 2020. 
The aim was to provide common standards for traditional intermediaries and create 
oversight and regulatory capacity supported by risk control. This went hand in hand with 
the emergence of new business model facilities that could simplify the rules and processes 
in the capital markets.
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The Securities Commission Malaysia wanted to create services that have a wider 
range of value-added services, so that intermediation can innovate and be more competitive 
in meeting consumer demand in a highly electronic environment, both in terms of cost, 
efficiency, convenience, product adjustments, advice and necessary service. In the future, 
CMP 2 estimates that the Malaysian capital market environment will transform to be high-
technology,  In so doing, there is a need to increase information capacity and information 
technology-based infrastructure (IT), necessitating a clear and holistic roadmap to reduce 
the required outlays for technology investment. Figure 5.19 depicts the roadmap of CMP 2. 

Figure 5.19
Roadmap of Capital Market Masterplan 2

Source: Capital Market Masterplan 2 (2011).

5.4 The Impact of Monetary Policy on Shadow Banks through the Asset Price Channel 
in Malaysia

5.4.1 Data Description

Recent innovations have led to FinTech products that diversify the channels for 
conducting credit intermediation by NBFIs. The high supply and demand for shadow 
banking products resulting in new forms of financing have increased the price sensitivity 
for households, SMEs and large companies. This makes choosing the appropriate interest 
rate in determining the transmission mechanism of shadow banking crucial. Although PPF 
is the largest NBFI in Malaysia, it is not deemed to fall under narrow shadow banking 
(OFI) according to the FSB. This is because its activities are not considered to create 
potential systemic risk. Thus, the market behaviour of a shadow banking entity can be 
seen through the asset management industry, which accounts for the second highest share 
of NBFI assets. In Malaysia, the growth of the asset management industry has been fast 
and haphazardly, leading to a lack of both transparency and regulation. As a result, the 
returns on net asset values (NAV) are probably a more accurate indicator of the shadow 
banking interest rate.

l	Constructing a data framework through integrated naming conventions and developing data 
management policies.

l	Strengthening of real-time basis data for monitoring the risk, surveillance and supervision.

l	Establishing a system based on interactive data formats that discloses the central electronic 
based on interactive data formats.

l	Digitalization of information and communication systems for shareholders.
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We take one of the largest asset managers in Malaysia, namely Affin Hwang 
Asset Management Bhd, as representing the entire market. It was one of the top-three 
domestic players in 2018: its size has grown rapidly was managing over MYR47 billion 
in assets for retail and professional clients at the end of December 2018. Of the many 
funds that Affin Hwang has under management, a total of 38 funds are registered with 
the SC.  Notwithstanding some problems, such as limited data, aggregate size and close 
relationship to the credit market, Affin Hwang’s returns probably serve as the best proxy 
for Malaysia’s shadow banking interest rate. It is an appropriate indicator for the market-
based interest rate that is determined by the supply and demand sides of the market.

To examine the determinants of shadow banking interest rates in Malaysia, we 
use the NAV of Affin Hwang as the dependent variable. We select data on the daily retail 
return from 2 January 2017 to 5 September 2019, which includes 699 daily observations 
on the effective annual returns based on Affin Hwang NAV. Using Bloomberg, we find 
just 24 funds under management of Affin Hwang Asset Management Bhd. For that reason, 
we use the total assets of those 24 funds as a standardised weighted NAV. The weighted 
average provides us with a time series of daily observations of the effective annual return. 
Furthermore, to investigate the effects of monetary policy instruments on shadow banking 
entities, we use the asset growth of Affin Hwang Asset Management’s retail funds to be 
the dependent variable. We analyse two types of funds of Affin Hwang’s assets, namely 
Affin Hwang Select Dividend Fund to capture the funds based on equity and Affin Hwang 
Aiiman Income Plus Fund to obtain the funds based on fixed income. The Affin Hwang 
Select Dividend Fund had 91.96% invested in equity in December 2019, while the Affin 
Hwang Aiiman Income Plus Fund had 85.26% in corporate obligations and 7.91% in 
government obligations.

The exogenous control variables include (1) interest rates (the interbank rate to 
measure the price-based monetary instrument, BNMs Overnight Policy Rate (OPR) as the 
benchmark monetary instrument, and the lending and the deposit rate as the administrative 
monetary instruments) and (2) the nominal effective exchange rate (NEER). To counteract 
the high correlation coefficient between the interest rates. We include the interest in the 
model one at a time to ascertain which one has the most significant effect on our dependent 
variable. We use the natural logarithm of NEER data.

Table 5.4 
Summary Statistics for Various Variables (in %)

Effective 
Annual 
Return

OPR Deposit 
Rate

Lending 
Rate

Interbank 
Rate NEER

Effective 
Annual 

Equity Asset

Effective 
Annual Fixed 
Income Asset

Mean -0.062 3.119 2.869 3.369 3.089 85.390 12.537 13.575

Median -1.285 3.000 2.750 3.250 3.000 86.510 12.380 7.553

Std. Dev 3.371 0,125 0.125 0.125 0.123 2.199 5.144 14.442

We investigate the autocorrelation and partial autocorrelation function of Affin 
Hwang’s returns and the exogenous control variables in levels: the autocorrelation and 
the partial autocorrelation function of Affin Hwang’s returns and Affin Hwang’s assets 



The Scope, Prospects and Implications of New Forms of
Financial Intermediation in Malaysia

    The SEACEN Centre

154 The Scope, Prospects and Implications of New Forms of Financial
Intermediation for Monetary Policy in ASEAN Economies

displayed a decaying pattern, even after 36 lags, which show that returns were non-
stationary at levels and contain a unit root. We then check the autocorrelation and partial 
autocorrelation function in first differences and the results show that all variables are 
stationary in first differences and do not contain a unit root. 

5.4.2 Empirical Model

This section addresses the third purpose of this study, which is to assess the impact 
of monetary policy on shadow banks through the asset price channel in Malaysia. We once 
again follow Zhang and Wan (2017) by employing the empirical EGARCH model. The 
model specification is as follows:

       .......................... (9)

       ....... (10)

where the endogenous variable, , is Affin Hwang’s returns, equation (9) is the mean 
equation of the shadow banking interest rate, equation (10) is the variance equation, the term 

 represents the time-varying mean and  is the time-varying variance.  
The mean is assumed to show persistence in the shadow banking interest rate as well as 
in the exogenous factors that could affect shadow banking.  contains the exogenous 
control variables,  represents the exogenous variables in the variance equation and  is 
the asymmetric impact of positive or negative innovations on the standardised residuals. 

5.4.3 Empirical Results

5.4.3.1	 Affin	Hwang’s	Returns

In this Section we present the empirical results of the effect of monetary policy 
instruments on Affin Hwang’s returns. The best model is chosen by considering the 
significance of various estimated models from the statistical probability of a sequence 
of F-tests, the significance of the AR or MA coefficients used, the maximised value of 
the log-likelihood function and the minimised value of the AIC and SIC criteria. We 
choose the best model from either the GARCH or Exponential-GARCH (EGARCH) 
specification. Before evaluating the best model, we must ensure that all significant AR 
and MA coefficients are included. The best ARIMA representation for Affin Hwang’s 
returns is an ARIMA(1,1,1) model. Finally, we ensure that there is no serial correlation in 
the model, and that there is heteroskedasticity in the ARCH effect test, so that the ARCH-
GARCH method can be used.

Table 5.5 reports the evaluation of the GARCH and EGARCH models. The estimation 
results that we show only pertain to the exogenous OPR and interbank rate variables. As 
such, we do not show the exogenous deposit and lending rate variables. In Malaysia, the 
interest paid on deposits is set at 25 basis points below the OPR, while interest charged 
on lending is 25 basis points above the OPR. Because of this, the estimation results will 
be the same as the estimation results using only the OPR variable. In this study, the best 
model of each exogenous variable (interest rate and NEER) uses the GARCH model. In 
fact, the best model for the OPR, the lending rate, the deposit rate and the interbank rate is 
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the GARCH(1,1) model. To ensure that our model is robust, we conduct a diagnostic test of 
heteroskedasticity, namely the ARCH-LM test, to check whether the classical assumptions 
about the model residuals applied.

Based on the estimation results, the OPR, lending rate and deposit rate are negatively 
and statistically significantly affecting Affin Hwang’s returns, suggesting that the asset 
management firm determines the interest rate representing the administrative monetary 
policy instrument (lending rate). The negative relationship between Affin Hwang’s returns 
and the administrative monetary policy instruments means that any increase in the latter 
will drive down Affin Hwang’s returns. The results are in accordance with the theory 
of the transmission mechanism through the asset price channel, where monetary policy 
influences changes in asset prices. If the central bank conducts monetary policy, it will 
reduce the market price of the company’s assets, causing corporate returns to decrease. 
But changes in Malaysian retail returns are not determined by changes in the interbank 
rate as the price-based monetary policy instrument.

Table 5.5
GARCH Estimates for Affin Hwang’s Returns

Variable
Policy Rate Interbank Rate

EGARCH(1,1,1) GARCH(1,1) EGARCH(1,1,1) GARCH(1,1)

Mean Equation Results:

Constant 0.000 0.000 0.000 0.000

Policy/Interbank rate -0.635** -0.638** 0.119 0.092

NEER 0.012 0.007 0.008 0.005

AR(1) 0.905*** 0.903*** 0.905*** 0.904***

MA(1) -0.825*** -0.827*** -0.829*** -0.831***

Variance Equation:

Constant -1.652 0.000 -1.100 0.000

ARCH(1) 0.159 0.077* 0.134 0.071*

Threshold Effect

Asymmetric Effect -0.051 -0.038

GARCH(1) 0.879*** 0.822*** 0.921*** 0.844***

Diagnostic tests:

R-squared 0.049 0.049 0.048 0.048

Adjusted R-squared 0.038 0.040 0.037 0.039

Log likelihood 3409.623 3411.951 3409.155 3411.396

F-statistic 4.449*** 5.111*** 4.379*** 5.012***

Akaike info criterion -9.758 -9.767 -9.757 -9.766

Schwarz criterion -9.699 -9.715 -9.698 -9.714

Notes: Statistical significance is assessed in the basis of the probability or p-values. * p < 0.10, ** p < 0.05, *** 
p < 0.01.
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Our results mirror those in Zhang and Wan (2017), which is that lending rates as 
administrative monetary policy tools affect retail interest rates in China, based on Yu’E 
Bao interest rates. At the same time, the results are different from He and Wang (2012) and 
Porter and Xu (2013), who advocated for the use of the seven-day repo rate as the market-
determined interbank interest rate and disregarded the SHIBOR. A possible explanation 
for the insignificant results for the interbank and retail interest rates is that the price-based 
monetary policy tool is not capable of driving the shadow banking market because there is 
a lack of connection between them. For administrative monetary policy tools, the results 
suggest that the elasticity of the policy rate is such that it transmits effective changes in 
monetary policy to retail-market rates.

5.4.3.2	 Affin	Hwang’s	Assets

In this section, we present our empirical results for the effect of monetary policy 
tools on Affin Hwang’s assets of retail funds. The latter are divided into two types of 
funds, namely equity and fixed income funds. Similar to the case of Affin Hwang’s returns, 
the best model is chosen by considering the significance of various estimated models 
from the statistical probability of a sequence of F-tests, the significance of the AR or MA 
coefficients used, the maximised value of the log-likelihood function and the minimised 
value of the AIC and SIC criteria. We choose the best model coming from either the 
GARCH or Exponential-GARCH (EGARCH) specification.

Before evaluating the best model, we must ensure that all significant AR and MA 
coefficients are included. The best ARIMA representation for Affin Hwang’s equity fund 
assets is the ARIMA(3,1,3) and the best ARIMA representation for Affin Hwang’s fixed 
income fund assets is the ARIMA(1,1,1) model. Finally, we ensure that there is no serial 
correlation in the model, and that there is heteroskedasticity in the ARCH effect test, so 
that the ARCH-GARCH method can be used.
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Table 5.6
GARCH Estimates for Affin Hwang’s Equity Fund Assets

Variable
Policy Rate Interbank Rate

EGARCH(2,1,1) GARCH(2,1) EGARCH(1.1,1) GARCH(1,1)

Mean Equation Results:

Constant 0.000 0.000 0.000 0.000

Policy/Interbank rate -0.911 0.270 1.214*** 0.853**

NEER 0.095* 0.149** 0.159*** 0.127**

AR(1) 1.773*** 0.014 0.021 -0.862***

AR(2) -1.737*** -0.032 -0.029 0.160

AR(3) 0.907*** 0.880*** 0.923*** 0.700***

MA(1) -1.780*** 0.047 0.030 0.911***

MA(2) 1.786*** 0.059 0.058 -0.026

MA(3) -0.919*** -0.890*** -0.931*** -0.587***

Variance Equation:

Constant -4.296*** 0.000*** -3.215*** 0.000***

ARCH(1) 0.205*** 0.072* 0.195*** 0.115***

Asymmetric Effect 0.061** 0.074***

GARCH(1) 0.642*** 1.145*** 0.730*** 0.636***

GARCH(2) -0.006 -0.531***

Diagnostic tests:

R-squared 0.037 0.026 0.042 0.037

Adjusted R-squared 0.019 0.009 0.025 0.022

Log likelihood 2972.309 2979.176 2976.865 2981.628

F-statistic 2.016* 1.544* 2.467*** 2.411***

Akaike info criterion -8.513 -8.536 -8.529 -8.546

Schwarz criterion -8.422 -8.451 -8.444 -8.467

Notes: Statistical significance is assessed in the basis of the probability or p-values. * p < 0.10, ** p < 0.05, *** 
p < 0.01.

Table 5.6 shows the estimation results of the GARCH and EGARCH models 
for Affin Hwang’s equity fund assets. In this study, the best model for each exogenous 
variable (interest rate and NEER) is the EGARCH model. Because the asymmetric 
effects are significant, the best model for the OPR, the lending rate, the deposit rate and 
the interbank rate is the EGARCH(2,1,1) model, which translates into EGARCH with 
GARCH(2) and ARCH(1). To ensure that our model is robust, we conduct a diagnostic 
test of heteroskedasticity, namely the ARCH-LM test, to check whether the classical 
assumptions about the model residuals apply.
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The results show that the interbank interest rate has a significant effect on equity fund 
assets, which means that the interbank interest rate is an effective price-based monetary 
policy tool to influence the inflow of equity fund assets of Affin Hwang. The reason is that 
the interbank interest rate is the rate of interest charged on short-term loans made between 
Malaysian banks to ensure commercial banks’ business liquidity. It provides a framework 
for short-term monetary policies that are more price-based, such that the interbank market 
becomes the most important channel of liquidity trading and supports transparent and stable 
pricing mechanisms.

In addition, equity fund assets are more sensitive to changes in equity prices. For 
that reason, the central bank needs to ensure the continuity of financial markets through the 
provision of liquidity. A stable short-term monetary policy is required for the unimpeded 
transmission of the benchmark monetary policy signal and a reduction in market volatility.  
In contrast, the OPR, as the policy benchmark interest rate, has no significant effect on 
equity fund assets. This imperfect transmission points to the fact that the policy rate is still 
not well established.

Based on the estimation results, the interbank interest rate is positively and 
significantly affecting Affin Hwang’s equity fund assets, suggesting that the asset 
management firm determines the size of its assets based on the level of price-based 
monetary policy tools. By contrast, the OPR, lending rate and deposit rate do not affect 
equity fund assets. The positive relationship between Affin Hwang’s equity fund assets 
and price-based monetary policy tools means that any increase in the interbank rate will 
drive Affin Hwang’s equity fund assets higher. This result is in accordance with those in 
Nelson et al. (2015), Xiao (2017) and Elliott et al. (2019), who examined the impact of 
changes in monetary policy on money market funds’ (MMFs) asset growth in the United 
States.

These authors showed that monetary policy positively and significantly affected 
MMF assets in the US when the federal funds rate was increased. The finding that MMFs 
will increase their holdings of commercial papers and ABCP is driven by the fact that 
a monetary contraction induces commercial bank deposits to migrate from the banking 
sector, which should make money market funds experience inflows. This shift of funds 
could be a result of the imperfect competition in the deposit market between commercial 
banks and MMFs. Based on Kashyap et al. (1992) and Calomiris et al. (1995), a firms’ mix 
of external financing leads to a shift from bank loans to commercial papers when a tighter 
monetary policy is imposed.

Table 5.7 shows the results of the GARCH and EGARCH models for Affin Hwang’s 
fixed income fund assets. The best-fitting model for each exogenous variables (interest 
rate and NEER) is the EGARCH model, with the best specification for the OPR, lending 
rate, deposit rate and interbank rate being the GARCH (1,1) model, i.e., a model with 
one GARCH(1) and one ARCH(1) term. To ensure that our model is robust, we conduct 
a diagnostic test of heteroskedasticity, namely the ARCH-LM test, to check whether the 
classical assumptions about the model residuals apply. The results show that none of the 
interest rates have a significant effect on fixed income fund assets. A possible explanation 
for the insignificant results is that the monetary policy tools are not effective in impacting 
the shadow banking market because of an imperfect transmission mechanism. 



    The SEACEN Centre The SEACEN Centre The Scope, Prospects and Implications of New Forms of
Financial Intermediation in Malaysia

159The Scope, Prospects and Implications of New Forms of Financial
Intermediation for Monetary Policy in ASEAN Economies

The Scope, Prospects and Implications of New Forms of Financial
Intermediation for Monetary Policy in ASEAN Economies

Table 5.7
GARCH Estimates for Affin Hwang’s Fixed Income Fund Assets

Variable
Policy Rate Interbank Rate

EGARCH(1,1,1) GARCH(1,1) EGARCH(1,1,1) GARCH(1,1)

Mean Equation Results:

Constant 2.030 0.000 0.416 0.000

Policy/Interbank rate 1.709* 0.242 –0.201 –0.192

NEER 0.020 –0.123* –0.067 –0.122*

AR(1) 1.000*** 0.975*** 1.000*** 0.975***

MA(1) –0.997*** –0.920*** –0.997*** –0.919***

Variance Equation:

Constant –2.328*** 0.000** –2.355** 0.000**

ARCH(1) 0.296*** 0.107* 0.322*** 0.109*

Asymmetric Effect –0.159 –0.150

GARCH(1) 0.797*** 0.843*** 0.795*** 0.841***

Diagnostic tests:

R-squared 0.047 0.047 0.051 0.047

Adjusted R-squared 0.036 0.037 0.040 0.037

Log-likelihood 2733.503 2744.140 2736.171 2744.227

F-statistic 4.209*** 4.828*** 4.624 4.822***

Akaike info criterion –7.818 –7.851 –7.825 –7.851

Schwarz criterion –7.759 –7.799 –7.767 –7.799

Notes: Statistical significance is assessed in the basis of the probability or p-values. * p < 0.10, ** p < 0.05, *** 
p < 0.01.

Although we represent all shadow banking entities and activities through the lens 
of Affin Hwang Asset Management as one of the largest asset management companies in 
Malaysia, these results obviously cannot be generalised to assess the overall efficiency 
of monetary policy tools for shadow banking, because each entity in this sector will have 
different characteristics and thus responses to monetary policy tools.

5.4.4 The Monetary Policy Framework in Malaysia

Malaysia’s central bank has two main monetary policy goals, which are to achieve 
low and stable inflation and preserve the purchasing power of the Malaysian ringgit. To 
accomplish these goals, Bank Negara Malaysia (BNM) requires a monetary framework. The 
central bank has changed the framework several times in response to domestic and foreign 
financial and economic conditions. Beginning in the early 1970’s, BNM determined that 
its primary operating target, as the basis for adjusting Malaysia’s economic conditions in 
light of financial liberalisation and innovation, would be a broad measure of the monetary 
aggregates (M3). However, monetary aggregates failed to maintain the stability of core 
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economic indicators in Malaysia when financial reforms took place, raising doubts about 
the continued effectiveness of M3 as a policy target. Therefore, monetary aggregates were 
substituted by an interest rate-targeting framework in 1989, which was accompanied by 
a switch of the moving target to interbank rates, thereby emphasising short-term interest 
rates as a policy indicator.

Figure 5.20
The Interest Rate Framework in Malaysia

Source: BNM (2004)

When BNM implemented interest rate targeting as the official monetary policy in 
Malaysia, they made three changes to the instrument. First, a new Base Lending Rate (BLR) 
framework was implemented with the 3-month interbank rate as the main instrument.  
Second, BNM modified the BLR framework by changing it to interest rate targeting with 
a fixed exchange rate in September 1998. In addition, BNM also instituted capital controls 
to maintain financial stability in Malaysia in response to the currency crisis that occurred 
in the East Asian region. Finally, BNM introduced a new interest rate framework, with the 
Overnight Policy Rate (OPR) as its main monetary policy instrument on 23 April 2004.  
While this change was expected to bring about pricing efficiency of banking institutions, 
it did not change monetary policy, which affects the general level of domestic interest 
rates. This new policy framework was intended to strengthen the effectiveness of policies 
in achieving the low and stable inflation target in Malaysia. The OPR was expected to 
become a new reference rate which has a stronger relationship with other interest rates.

Some changes in the new interest rate framework are: 

(1) A change in the monetary policy instruments from the 3-month interbank rate to the 
Overnight Policy Rate (OPR), where OPR serves in a dual role as a signalling device 
to indicate the monetary policy stance and as a target rate for the day-to-day liquidity 
operations of the central bank. Changes to the OPR will be the primary reference in 
determining changes in the level of other interest rates in the markets. 

(2) Malaysia makes the OPR the sole operating target, whereby BNM will target the 
overnight interbank rate so it can be ascertained as to what level of liquidity is 
appropriate to influence the overnight interbank rate to approach the OPR. 
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(3) BNM establishes an Overnight Operating Corridor and Standing Facilities around the 
OPR at ± 25 basis points around the OPR.  Figure 5.20 illustrates the corridor system, 
which manages the volatility of overnight interest rates.  

BNM adheres to an interest rate framework as the monetary policy framework rather 
than the inflation targeting framework, since the latter is considered too “restrictive” to 
carry out policy goals in light of the vulnerability of the Malaysian economy to external 
shocks and exchange rate fluctuations. For this reason, Malaysia chooses to adopt “inflation 
anchoring”, which is a different process but with the same goal of inflation stability. The 
reasons why “inflation anchoring” is chosen are:

1. In order not to limit oneself, monetary policy is only adjusted according to the single 
target of price stability.  Otherwise, the focus would have been too wide, thus providing 
too much focus, making it difficult to achieve objectives and ignoring other essential 
risks.

2. Based on practical experience, high inflation rates occurring in Malaysia are generally 
driven more by shocks outside of the monetary realm, such as shocks to global oil 
prices.

5.5 Conclusion

Unlike the shadow banking system structure in the US and Europe, which is 
relatively complex both in terms of activities and entities, the shadow banking system in 
Malaysia is relatively less complicated and smaller than the banking system. In Malaysia, 
the growth of shadow banking cannot be separated from the role of the government in 
developing the financial system. Once again, shadow banking in Malaysia complements 
the role of banking institutions in the financial system. Shadow banking in Malaysia began 
to grow in the 1990s, resulting in the growth of broad money (M3) exceeding that of 
narrow money (M1). Up to 2018, the size of M3 in Malaysia was almost five times that 
of M1. Apart from financial entities outside the banking sector, the transformation that 
has taken place in traditional credit activities in Malaysian banks has expanded the credit 
intermediation chain, thereby enabling banks or entities owned by banks to enter into 
shadow banking activities.

The rapid growth of FinTech in Malaysia also affects the NBFI component of the 
financial system, creating new technology in old non-bank entities or establishing new 
entities that are based on FinTech, such as peer-to-peer financing and equity crowdfunding. 
In conjunction, these trends make non-bank financial institutions not only more powerful 
but also a rapidly expanding sector of the financial system. The rapid growth of Malaysian 
M3 after the 2008 GFC reflected the entry of FinTech, a move that has increased both the 
interest and the confidence of households in saving their money in other financial institutions.  
To determine the future direction of shadow banking growth in Malaysia’s capital market 
and to counter the transformation towards high-technology, strong regulations are needed 
to keep shadow banking growth in check. The risks arising from the collapse of non-
bank entities will likely cause systemic risks due to the interconnectedness of banking 
institutions and non-bank institutions. In extremis, this can cause bank runs and result in a 
financial crisis.  Such crises increase the burden on the national budget, which is financed 
by public taxes, so that a robust regulatory framework of monetary policy that influences 
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the activities of NBFIs is required. BNM has initiated an agenda as well as master plans 
towards that goal, such as the digital agenda for Malaysia’s capital market in 2016, the 
Financial Sector Blueprint 2011-2020 and the Capital Market Masterplan 2.

Malaysia defines shadow banking or non-bank financial institutions (NBFI) as 
“a system of credit intermediation that involves entities and activities outside BNM’s 
regulatory capture”. NBFIs in Malaysia are supervised and regulated by Bank Negara 
Malaysia (in the case of insurance and takaful companies as well as DFIs under DFIA 
2002), the Securities Commission Malaysia (in the case of the fund management industry, 
securitisation vehicles and factoring companies) and several government institutions. In 
aggregate, the market share of NBFI’s assets, equal to 39.7% of total assets in the financial 
system in 2018, is sizable. The sector saw steady growth over the past two decades: the 
share of NBFIs in the financial system was only 27.0% in 2000 according to BNM data. 
Provident and pension funds and the fund management industry make up the largest portion 
of total NBFI assets in Malaysia. These two industries accounted for 18.4% and 14.0% of 
total assets in the Malaysian financial system in 2018 respectively.

To evaluate the effect of changes in monetary policy on shadow banking in 
Malaysia, we use the effective annual returns of one of the largest asset management firms 
in Malaysia, namely Affin Hwang Asset Management Bhd, as a proxy for the domestic 
shadow banking interest rate. We include several exogenous control variables for interest 
rates: interbank rates to measures price-based monetary policy tools, BNM’s Overnight 
Policy Rate (OPR), the lending and the deposit rate to measure administrative monetary 
policy tools and the nominal effective exchange rate (NEER). Results suggest that the 
OPR, lending rate and deposit rate are negatively and statistically significant in affecting 
Affin Hwang’s returns, suggesting that the asset management entity determines the interest 
rate based on the level of administrative monetary policy tools. At the same time, changes 
in retail returns in Malaysia are not defined by changes in the interbank rate as the price-
based monetary policy tool, which means that the price-based monetary policy tool is not 
effective in controlling the shadow banking market. This is most likely due to the lack of 
connection between those two markets. For administrative monetary policy tools, we find 
that the elasticity of policy rate causes effective transmission in monetary policy to retail-
market rates.

Finally, to ensure the robustness of the effects of monetary policy tools on shadow 
banking entities, we use two types of funds in Affin Hwang’s assets, namely the Affin 
Hwang Select Dividend Fund to capture funds based on equity and Affin Hwang Aiiman 
Income Plus Fund that reflects funds based on fixed income products. Results suggest 
that the interbank rate is positively and statistically significan in affecting Affin Hwang’s 
equity fund assets, indicating that the interbank interest rate is an effective price-based 
monetary policy tool to influence the inflow of equity fund assets of Affin Hwang. In other 
words, there is a close connection between changes in the interbank rate and equity fund 
assets.  Turning to Affin Hwang’s fixed income fund assets, however, none of the interest 
rates has a significant impact. We conclude that monetary policy tools are not useful in 
controlling the shadow banking market, because there is imperfect transmission between 
them.
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5.6 Policy Recommendations

The Malaysian government recognizes the essential importance of building a strong 
financial sector. Strict supervision and adequate regulations are needed to maintain a 
stable and strong financial sector, especially with the proliferation of financial technology 
which has developed significantly over time in shadow banking institutions and activities. 
The Malaysian government and Bank Negara Malaysia (BNM) continue to adjust the 
regulatory framework to facilitate fintech growth. In Malaysia, fintech companies have 
to adhere to regulated licensing and marketing requirements by BNM and the Malaysian 
Securities Commission (SC). Although BNM and SC have regulations for fintech, there 
are no designated regulations or individual licenses for fintech companies in Malaysia. 
Requirements and licensing depend on the nature of the fintech business. Considering 
the rapid development of technology, both in fintech entities and in non-bank entities, 
cybersecurity has become very important for the protection of consumers. While some 
of these activities and entities are regulated by BNM and SC and  guidelines exist on the 
management of cyber risk (SC-GL / 2-2016), there appears to be still a lack of regulation 
for the guarantee of customer funds in non-bank entities.

Furthermore, given the increasing number of fintech companies offering smart 
contract development services in Malaysia, special regulations and supervision are 
needed for this. Again, there appears to be still a lack of regulations and supervision 
for these as there are no specific laws governing the use of independent contracting 
(smart contracts) in Malaysia. Therefore, several policy frameworks are recommended 
to Malaysian authorities for consideration: (1) Cybersecurity - strengthening regulations, 
supervision, and risk management, especially in guaranteeing customer funds in non-bank 
entities; (2) Optional policy tools - identification of NBFIs that are considered to be risky 
shadow banks so that specific oversight and regulations can be initiated for these entities. 
Therefore, an optional policy tool menu can be introduced that can reduce stability risks; 
and, (3) Information integration - efforts to share information between relevant authorities 
to form a policy framework for NBFIs.




