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Abstract:

Purpose: Currently in Malaysia, the latest update in Financial Instrument-Credit Losses is of
main concern. Previously, accountants have to record credit losses which have already been
incurred. This research highlights the ways to calculate credit losses for bond and also how
it will affect liquidity of banks. The main objective of this research is to study the liquidity
impact of the latest update in bond calculation on credit losses among Malaysian banks.
Approach/Methodology/Design: There are several approaches to calculate credit losses.
The research will focus on 3 approaches which are; loss-rate approach (Collective
Evaluation), loss-rate approach (Individual Evaluation) and vintage-year basis.

Findings: Now, with this new update, accountants have to record credit losses based on
historical information, current situation, and forecasts, in line with the introduction of CECL
model. The paper draws on the impact of CECL model on the credit losses incurred by
Malaysian banks using three distinctive methods on bonds and the related liquidity position
on its balance sheet. This research uses the eight Malaysian local banks.

Practical Implications: This research is very useful for accountants to have a greater
understanding about CECL model.

Originality/value: There are several studies by Goldwyn (2017), Journal of Accountancy
(2016) and, Cohn and Statigna (2016) which resonates with this research, but hardly any
seems to be pertaining to the Malaysian context.
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1. Introduction

On 20 December 2012, the FASB issued a revised Accounting Standards Update,
Financial Instruments—Credit Losses (Subtopic 825-15). This standard addresses
issues related to the impairment reporting of credit losses of financial assets. The
objective of this update is to significantly improve the decision usefulness of
financial instrument reporting for users of financial statements. The Board believes
that simplification of the accounting requirements for financial instruments should
be an outcome of this improvement. The Board’s goal is to develop a single credit
loss model for financial assets that enables more timely recognition reporting of
credit losses.

Beginning, 1 January 2018, Malaysian Accounting Standards Board (MASB) has
implemented Malaysian Financial Reporting Standards 9 (MFRS) which includes a
classification and measurement model, a single forward-looking ‘expected loss’
impairment model and a substantially-reformed approach to hedge accounting to
replace MFRS 139 (PriceWaterhouse, 2015). This new model requires more timely
recognition of expected credit losses. When financial instrument was first
recognised, an entity has to recognise full lifetime expected losses on a timely basis.
Previously, the International Accounting Standards Board (IASB) issued
International Accounting Standard (IAS) 39 and this model recognises impairment
loss of financial assets after the occurrence of the triggering event without credit risk
and it led to delay in the recognition of a credit losses. When calculating credit
losses using IAS 39, an entity has to consider both past events and current
conditions. However, the |ASB realised that the future credit losses events should be
considered when calculating expected credit losses to prevent inaccurate reporting of
losses (Tong, 2015). In July 2014, the IASB issued a new version of IFRS 9 to
replace IAS 39. IFRS 9 is similar to MFRS 9 which measures at amortised cost or at
fair value. The new model helps entities to have a clearer understanding of credit
losses.

Table 1. Old version vs new version of accounting standard

Old Version New Version
MASB e MFRS 139 e MFRS9
FASB e incurred loss model of e ASU 2016-13, Financial
current GAAP Instruments—Credit Losses
(Topic 326)
IASB e |AS39 e |FRS9

Source: Own calculations.

Table 1, displays the old and new versions of impairment credit losses. FASB stated
that Current Expected Credit Losses (CECL) model requires to consider past events,
current conditions and also reasonable and supportable forecasts about the future
when calculate credit losses (FASB, 2016). This research highlights the three
methods to calculate bond on credit losses. The main objective of this research is to
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study the liquidity impact of the latest update in bond calculation on credit losses
among Malaysian banks. This research presents evidence of the liquidity impact
upon the balance sheet of Malaysian banks.

2. Problem Statement

In Malaysia, the latest update in Financial Instrument-Credit Losses is of main
concern. Previously, accountants have to record credit losses which are already
incurred. Currently, accountants have to record credit losses based on historical
information, current situation, and forecasts in pursuant to the Current Expected
Credit Losses (CECL) model. There are several methods to calculate credit losses on
bond and the amount of credit losses which will affect a company’s liquidity. This
research will focus on three approaches which are: loss-rate approach (Collective
Evaluation), loss-rate approach (Individual Evaluation) and vintage-year basis, as it
is practical and achievable. There are limited studies on the CECL model in
Malaysia and it is crucial as it affects the balance sheet positioning and liquidity.

Among the international authors only a few discussed about the CECL model, such
as the article of “CECL is Coming: Are You Ready?” written by Goldwyn (2017),
which also highlights the preparation of the CECL standard and the challenges faced
by the credit unions while implementing CECL standard. In an article appeared in
the Journal of Accountancy (Tysiac, 2016) the authors have mentioned the
differences between previous approach and the latest approach for financial
reporting of credit losses. In addition, the article entitled “Measuring Losses”
(Cohen and Scatigna, 2016) focuses on the objective of the latest update in credit
losses, its requirements and its effective dates, and the types of companies which
will be affected by the CECL model. Based on the articles which have been listed
did not discuss the impact on banks’ provision of credit losses and how the banks
will be affected by using CECL model to calculate credit losses, especially in
Malaysian context. Hence, this paper draws on the impact of CECL model on the
credit losses incurred by Malaysian banks using three distinctive methods on bonds
and the related liquidity position on its balance sheet. This research uses the eight
Malaysian local banks.

3. Literature Review

3.1 Introduction on Credit Impairment

According to Tatum (2017), credit impairment is an activity which leads to a
negative consequence on credit rating. Credit impairment is difficult in obtaining
credit or borrowing money, due to lacking of lender’s confidence in the business or
individual’s ability to repay the debt according to the terms and conditions. The
common reasons for credit impairment are the consistency of the late payment of the
obligations of the debtor which the late payment is reported to credit agencies, which
later will calculate the credit worthiness of the debtor (Tatum, 2017).
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3.2 MASB’s Old Version of Credit Impairment

On 19 November 2011, MASB had issued MFRS 139 entitled, “Financial
Instruments: Recognition and Measurement” (MASB, 2014). Beginning from 1
January 2012, entities have to follow this standard. MFRS 139 calculates credit
impairment based on the incurred loss model. According to this standard, the loss is
confirmed only on the basis of one or more "loss events" occurring after the initial
recognition (Grant Thornton, 2014). On November 2014, MASB issued MFRS 9 to
replace MFRS 139 (Asian Banking and Finance, 2017).

3.3 MASB’s New Version of Credit Impairment

MASB has issued MFRS 9 which is equivalent to IFRS 9. The standard introduces a
package of improvements which includes a classification and measurement model, a
single forward-looking “expected loss” impairment model and a substantially-
reformed approach to hedge accounting (MASB, 2014). Based on these two
standards above, both of them calculates expected loss. Whereas the incurred loss
model is the allowance and expenses of loan loss which is to be recognized during
the losses which is essential in financial institutions’ current loan portfolios and is
reasonable and capable in estimating according to the availability of information
(Ryan, 2009).

3.4 FASB’s Old Version of Credit Impairment

The current GAAP requires the use of the "incurred loss" method to calculate credit
losses which will delay recognition of credit losses until a loss has been incurred.
The 2008 financial crisis demonstrated the disclosures of credit losses allowance and
the deterioration in the value of investment portfolios held by banks. The accounting
firms and financial intermediations felt that the current US GAAP’s incurred loss
model has led the recognition of losses which are too late and complex (Ernst and
Young, 2012). Hence, the financial institution will take actions to delay their action
in their favour, while it may not be an ideal decision (American Bankers
Association, 2012).

3.5 FASB’s New Version of Credit Impairment

In 2009, FASB and IASB launched a joint project to improve credit loss accounting
and to reduce the differences in GAAP and IFRS accounting systems but there were
a few accounting bodies which were disagreeable on some significant matters.
FASB's concern was that the approach proposed by the agencies was too complex
and it only allowed a one-year forecast period. Bankers also believe that the joint
proposal does not take into account the diversity of US banking institutions (Neely,
2013). Majority of the stakeholders believe that additional information which is the
forecast amount, is placed into the incurred loss model might enhance the accounting
for credit losses (Ernst and Young, 2012).

Finally, FASB has developed an alternative model which is known as "Current
Expected Credit Loss Model" (CECL) (FASB, 2012). FASB’s CECL model operates
where a company records credit allowance according to the current estimation of
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expected credit losses of the financial assets on every financial statement reporting
date. The estimated expected credit losses indicate current estimation of the
payments which the company does not expect to collect on. The methods for
deriving the estimation are according to the default expectations probability, loss
rates, and discounting of expected cash flows (Etheridge, 2013). In order to capture
the deterioration of the credit quality pattern of loans or other financial assets, three-
bucket model were used which took into account the economic and financial
information changes (Ernst and Young, 2012).

There are however, several difference, such as, the CECL model is consistent from
period to period, whereas three-bucket model is inconsistent, so there is no transfer
of financial assets between the buckets to determine the objectives of measurement
in every period. Furthermore, CECL model has no requirement which losses are
limited to a specific period (FASB, 2012). FASB believes that CECL model will
keep the important characteristics of the three-bucket model, so as to facilitate the
understanding and implementation. However, critics of CECL model had mentioned
the disadvantages of the model where there could attempt to manipulate by the
organisation (Selling, 2012).

3.6 IASB’s Old Version of Credit Impairment

Before 1ASB introduced IFRS 9, they were using IAS 39 to calculate credit losses.
IAS 39 records credit losses using incurred loss model. This model will lead to a
delayed recognition of credit losses because there must have an evidence to show
that there was an impairment. This standard recognises credit losses based on past
events and current conditions only. However, the impact of future credit loss events
will not be considered. It means when a company expect a future credit loss, it will
not be able to recognise it (Arta and Arian, 2017).

3.7 IASB’s New Version of Credit Impairment

Knowing the importance of Credit impairment, FASB and IASB began working
together to establish an expected credit impairment model to account for credit
losses. Until June 2012, the FASB and IASB jointly deliberated a model of expected
impairment losses which was broadly similar to the provision for impairment in
IFRS 9.

Although both models are based on expected credit losses, the FASB’s impairment
model would require entities to recognize current expected credit losses for all
assets, not just those for which there has been a significant increase in credit risk
since initial recognition (International Accounting Standards Plus, 2016). On 24
July 2014, IASB added a new standard about credit impairment to IFRS 9, which is
a financial instruments standard. FASB issued amendments to the standard on
recognition and measurement of financial instruments, as well as the impairment of
equity investments (Tysiac, 2016).
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3.8 Summary Comparison of Current vs. New Standard
Tables 2 and 3 shows the comparison of recognition and measurement of expected
credit losses (Ricci, 2017).

Table 2. Recognition of new standard
Current US GAAP
Loans
Incurred losses — probability threshold
Held-to-maturity debt securities

| New standard

Lifetime losses — no recognition threshold

Other-than-temporary impairment

Lifetime losses — no recognition threshold

Credit losses reduce amortized cost
basis

Credit losses recognized using an allowance
approach

Prospectively adjust acceptable yield if
expectations of cash flows improve
significantly subsequent to impairment

Recognize subsequent changes in expected
credit losses (favourable and unfavourable)
immediately by adjusting the allowance

recognition
Source: Own calculations.

Table 3. Measurement of new standard
Current US GAAP

Generally, considers past loss experience
and current conditions

New standard

Considers past loss experience, current
conditions, and reasonable and supportable
forecasts of future conditions

Considers lifetime expected losses

Measures incurred credit losses on loans
considering a loss-emergence period

Generally, measures held-to-maturity - Does not prescribe a specific
debt securities and  non-collateral methodology
dependent impaired loans on an - Requires collective assessment for

financial assets with similar risk

characteristics.

individual asset basis using a discounted
cash flow methodology

Source: Own calculations.

3.9 Details of New Standard

Financial institutions and companies are required to measure expected credit losses
for financial assets on the date of reporting. The expected losses are according to
historical information, current situation, reasonable and able to support the forecasts.
The transition from incurred loss model to expected loss model is to provide
investors better information (Tysiac, 2016). In other words, entities have to predict
current expected credit losses based on historical loss information. They also have to
adjust for differences in asset attributes, adjust based on current economic
circumstances and supportable estimations (FASB, 2016). The CECL model requires
financial and lending institutions to immediately write all expected credit losses in
the loan portfolio in order to provide investors with more information on credit
losses (Tysiac, 2016). Hence, in the future, the issuers are required to fully disclose
the financial statement with credit impairment model with significant estimations.
The new credit impairment standard requires company to report and recognize
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earlier credit losses on the financial assets, held-to-maturity debt securities and
loans. It recognises lifetime expected credit losses immediately when a financial
asset is originated or purchased and replaced the recognition of current incurred loss
impairment (Althoff et al., 2014).

3.10 Ways to Calculate Credit Losses

There are many approaches to estimate expected credit losses and FASB had
published 17 examples to show users how to account for expected credit losses on
financial assets (FASB, 2016). However, this research is focusing on bonds, hence
aging schedules will be ignored since this approach is for trade receivable. Loss-rate
approach can be classified into two, which are collective evaluation and individual
evaluation.

Loss-rate approach (Collective Evaluation) shows that an entity may estimate
expected credit losses on a portfolio of loans with similar risk characteristics. For
example, a bank provides customers a 10-year amortization loan. The bank managed
loans collectively according to similar risk characteristics. The investment portfolio
began over the past decade and the amortization cost of the loan was $3 million. The
bank’s historical lifetime credit loss rate for the most recent 10-year period is 1.5%.
When the latest update on credit losses was implemented, the bank has to compare
historical information for the similar financial assets with current and also forecast
the economic cycle to predict the expected credit losses. Bank observed that real
estate value has decreased and unemployment will increase. In this case, bank
estimates an incremental 10 basis point increase in credit loss due to expected
decrease in real estate value and 5 basis point increases due to expected increase in
unemployment. The incremental of 15-basis point is added to the 1.5% that serves as
the basis for the expected credit loss rate. After adding the 15-basis point, the
expected credit losses rate will be 1.65%. The allowance for expected credit losses
will be $49,500 (Coughlan et al., 2016).

Loss-rate approach (Individual Evaluation) shows that an entity may estimate
expected credit losses on an individual loan using a loss-rate approach when no
loans with similar risk characteristics exist. For example, a bank provides a
commercial loan which has an amortized cost of $1 million. Historical loss
information for commercial loans in the community with similar risk characteristics
shows a 0.50% loss rate over the contractual term. The bank determines that an
upward adjustment of 10-basis points that is incremental to the historical lifetime
loss information is appropriate based on factors such as unemployment, borrower-
specific operating results and so on. The incremental of 10-basis point is added to
0.5% that serves as the basis for the expected credit loss rate. After adjusted, the
expected credit losses rate will be 0.60%. The allowance for expected credit losses
would be $6,000 (Coughlan et al., 2016). The example for vintage-year basis can be
shown in Table 4. Bank A provides financial support to owners who plan to
purchase new or second hand equipment to operate their businesses. They track the
loans at the year of origination.
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Table 4. Calculation of Vintage-year Basis

Loss Experience in Years Following Origination

Year of
Origination Year 1 Year 2 Year 3 Year 4 Total Expected
20x1 s 50 | S 120 | § 140 | § 30 |$ 340
202 s 40 | § 120 | § 140 | § 40 |$ 340
20X3 s 40 | S 10 | § 150 | § 30 | $ 330
20X4 s 60 | S 110 | § 150 | § 40 | $ 360
20X5 s 50 | § 130 | § 170 | § 50 | § 400
20X6 s 70 | S $ s $ 460
207 s 80 | S s s $ 480
20X8 s 70 B3 | $ s $ 500
20%9 s s $ $ 510

Source: Own calculations.

Bank A will estimate the expected credit losses on the remaining expected loans at
31 December 20XX by looking at the historical loss information. $1,260 is the
expected credit losses for the period of reporting date of which included expected
losses of $60, $260, $430, and $510 for loans originated in 20X6, 20X7, 20X8, and
20X9 (Coughlan et al., 2016).

For prospective risky bonds, forward-looking assessments of the overall expected
loss will be based on consolidation. When purchasing securities, held-to-maturity
debt holders must provide allowances for the expected loss. Hence, when the bank
buys held-to-maturity securities, they need to determine whether the security will be
in trouble or not. If so, the bank has to consider the expected loss during purchase
(Funsch, 2017).

When an entity applies the CECL Model to purchased financial assets with credit
deterioration (PCD) assets, the entity has to follow the formula below (McKinney
and Kronmiller, 2016).

Day 1 carrying amount = Purchase price + Allowance for expected credit losses
(based on acquirer’s evaluation at the originated date)

Net income is not influenced by the credit loss expense on acquisition under this
method. This is opposite to the purchases of non-credit deteriorated financial assets,
which will cause loss recognition at the date of acquisition. After acquisition, any
changes in estimated of expected credit losses are recognized as credit loss expense
will be recorded in subsequent periods as they arise.
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Table 5. Differences between GAAP and new standard

Current US GAAP | NMNew standard

Mo allowance recognized at acquisition. Allowance recognized at acquisition
through a gross-up that increases the
amortized cost basis of the assets with
no effect on earnings.

Discounted cash flow methodology Mo specific methodology required.
required.

Effective yield increases when Immediately recognize in earnings
subsequent changes in expected cash subsequent changes (favorable and
flows are favorable. unfawvorable) in expected cash flows by

adjusting the allowance.

Source: Own calculations.
Below is the example when CECL model comes into real life.

Table 6. Annual report of CIMB Group Holding Berhad

Key Interest Bearing Assets vl
and Liabilities
FY13
Interest
Effective income/
Asat31 Dec interest rate expense
RM million RM' million % RM' million
Interest earning assets:
(Cash and short-term funds & deposits and placements with banks and
other financial institutions 37,468 2.08 875
Financial assets held for frading 23,403 2.58 635
Financial investments available-for-sale 30,334 3.92 1,203
Financial investments held-to-maturity 10,821 4.32 388
Loans, advances and financing 228,432 6.42 13,721
Interest bearing liabilities:
Deposits from customers and financial liabilities designated at fair value 265,136 2.30 6,127
Deposits and placements of banks and other financial institutions 20,728 1.77 251
Bonds, debentures and other borowings 15,263 3.79 507
Subordinated notes 12,067 4.98 625

Source: Own calculations.

Table 6 above is the CIMB Group Holding Berhad’s annual report as at 31
December 2013. The existing financial statement shows that there is no allowance
for expected credit losses recognized on financial assets, current incurred loss
impairment methodology that recognizes losses when a probable threshold is met.
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When CECL model is implemented, CIMB bank will recognized the allowance for
expected credit losses immediately, in which the allowance will reduce the
amortized cost basis to the amount which an entity expects to collect. Later, whether
the changes are favourable or unfavourable, the changes in expected credit losses are
recognized immediately in earnings. Table 7 shows the differences between existing
standard and new standard in financial guarantees (KPMG, 2016).

Table 7. Differences between GAAP and new standard in financial guarantees

Existing US GAAP: New changes US GAAP:
Recognize financial guarantee liability at | Recognize financial guarantee liability at
fair value fair value

+ Measure and account for a separate
liability for expected credit losses.

Source: Own calculations.

When a company received an up-front cash premium of $300 and estimates the
expected credit loss for the financial guarantee to be $25. The transaction will be
recorded based on Table 8 using existing standard.

Table 8. Double entry of the financial guarantee

Debit Credit
Cash 300
Credit loss expense 25
Financial guarantee liability 325

(To record fair value of financial guarantee)
Source: Own calculations.

When the new model had implemented, company has to record allowance for credit
losses and it can be shown in Table 9.

Table 9. Double entry of allowance for credit losses

Debit Credit
Cash 300
Credit loss expense 25
Financial guarantee liability 300
Allowance for credit losses — financial guarantee 25

(To record fair value of financial guarantee, and associated allowance for credit losses)
Source: Own calculations.

For the available-for-sale (AFS) debt securities, the new standard amends the
existing other-than-temporary impairment model. The new model requires to use
allowance account to recognize credit loss. Entity has to calculate credit loss by
using amortized cost basis minus fair value. Entity also has to evaluate the existence
of a credit loss. However, it will not consider when the fair value is less than the
amortized cost, the changes in fair value after the balance sheet date and the
historical or implied volatility of the fair value as shown in Table 10 (KPMG, 2016).
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Table 10. Differences between GAAP and new standard in credit losses

Current US GAAP New standard

Credit losses recognized through a direct | Allowance approach.
write down of the amortized cost basis.

Credit losses can exceed total unrealized | Fair value floor for credit losses.

losses.
No immediate reversals of previously Reversals of credit losses are recognized
recognized credit losses. immediately.

Source: Own calculations.

When a company holds available-for-sale debt securities at the end of Year 1, the
debt securities have the following characteristics (Table 11).

Table 11. Example debt securities

Fair value: $875,000

Par value: $1,000,000
Amortized cost basis: $952,000
Coupon: 5%

Effective interest rate at acquisition date: 6.8%

Date of Maturity End of Year 4
Principal due: Only on maturity

Source: Own calculations.

The transaction recorded in existing financial statement is shown in Table 12 and the
future expected cash flows in Table 13:

Table 12. Financial statement

Debit Credit
Credit loss expense 952,000
Amortized cost 952,000
(To record direct write down of the amortized cost basis)

Source: Own calculations.

Table 13. Expected cash flows

Present value of future expected cash

Year ‘ Expected cash flows | flows
% 45,000 & 42127

45,000 39,437

4 975,000 799,912
$881.476
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Table 13 above shows that the amortized cost basis of the securities $952,000 which
exceeded the present value of future expected cash flows, $881,476. When the new
standard had implemented, the company might determine the existence of credit loss
and records the following journal entries.

Table 14. Financial statement credit loss

Debit
70,524

Credit

Credit loss expense

Allowance for credit losses

(To record impairment related to credit losses)
Difference between amortized cost basis ($952,000) and the present value of cash flows
expected to be collected ($881,476).

70,524

Debit Credit
Unrealized loss on debt securities (other comprehensive | 6,476
income)
Debt securities — fair value adjustment 6,476

(To record non-credit related losses)
Difference between present value of cash flows expected to be collected ($881,476) and
fair value of the available-for-sale debt securities ($875,000)

Note: *Immediately recognized the reversals of credit losses.

Source: Own calculations.

In the beginning of Year 2, the company determines that it will be required to sell
the securities before recovery of its amortized cost basis (Table 15).

Table 15. Financial statement credit loss

Debit Credit
Allowance for credit losses 70,524
Available-for-sale debt securities — fair value adjustment 6,476
Debt securities (amortized cost) 77,000

To write off allowance for credit losses, reverse the fair value adjustment, and adjust the
amortized cost basis

Debit Credit
Impairment loss 6,476
Unrealized loss on debt securities (other comprehensive 6,476
income)

To recognize additional impairment loss in earnings
Source: Own calculations.

As a result, the previously recognized allowance for credit losses is written-off and
the amortized cost basis is written down to debt securities’ fair value with any
incremental impairment reported in earnings.

To sum up, overall, FASB issued credit impairment standard which is to change or
replace the current models for the financial instruments. In these new changes,
receivables, loans and held-to-maturity debt securities, companies are required to
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estimate expected credit losses. As a result, the recognition of credit losses will be
earlier. For debt securities, companies are required to recognize allowances for credit
losses. Hence, companies will have to make more disclosures including disclosures
by origination year for certain financing receivables.

However, some of the smaller institutions think that CECL model is not scalable for
them. Bankers also have some concerns, in that bank examiners and auditors may
interpret the criteria as requiring specific methods or requiring new and complex
systems, which may involve heavy capital expenditures. To overcome these
problems, FASB has been involving the CECL regulators, who are given the task to
communicate to stakeholders concerned, emphasising that CECL does not require
complex systems (ABA Banking Journal, 2016).

According to Gullette (2016), the CECL model will change the management of
banks. When the expected interest rate is increase, it will drive a portfolio’s pricing.
In this case, bankers have to integrate the data into CECL estimates and the result
will be fed into the bank’s capital plans. Leslie Seidman, the Chairman of FASB
estimated that banks and other financial institutions would see their losses increase
by about 50% under the CECL model. An investment is currently doing well does
not mean that will be the case for the duration of the bond or loan. CECL model
would require more timely recognition of expected credit losses and more-
transparent information about the reasons for any changes in these estimates
(Hoffelder, 2013).

In an interview with PriceWaterhouseCoopers (PwC) Malaysia, however,
representatives of the accounting firm had commented that based on early simulation
exercises, the Day 1 impact of MFRS 9 adoption is that provisioning could
potentially jump by more than 50% for some banks in Malaysia. Meanwhile the 59
global banks recently surveyed by Deloitte believes their provision levels may
increase by up to 50% with the adoption of the standard (Asian Banking and
Finance, 2017).

4. Research Hypotheses

After the global financial crisis, various stakeholders requested that accounting
standard-setters work to enhance standards on loan loss provisioning to incorporate
forward looking information. Standard-setters concluded that the existing approach
for determining the impairment of financial assets, based on a "probable” threshold
and an "incurred" notion, delayed the recognition of credit losses on loans and
resulted in loan loss allowances that were "too little, too late™ (Johnson, 2017 ). The
new standards on reporting expected credit losses may be even more significant for
banks. “This is much more related to a bank’s core business,” said Reza Van
Roosmalen, a KPMG LLP managing director (Tysiac, 5 tips for implementing
FASB’s credit loss standard, 2016). Banks are to consider how to approach
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standards in the most efficient and scalable way and look for similarities and
synergies, and even through existing models to validate some data and modelling.

The global financial crisis highlighted the need for more timely reporting of credit
losses on loans and other financial assets held by banks, lending institutions, and
public and private organizations. Current Generally Accepted Accounting Principles
(GAAP) accounts for credit impairment using an “incurred loss” approach, which
requires recognition of the credit loss to be deferred until the loss is probable (or has
been incurred). Many have argued that the incurred loss approach fails to alert
investors about credit losses in a timely manner (FASB, 2016).

Hypothesis 1:

HO: The latest update in Financial Instrument-Credit Losses will impact balance
sheet.

H1: The latest update in Financial Instrument-Credit Losses will not impact balance
sheet.

Hypothesis 2:

HO: Different methods to calculate credit losses on bond will affect a bank’s
liquidity.

H1: Different methods to calculate credit losses on bond will not affect a bank’s
liquidity.

5. Data Analysis

A bond is a debt investment in which investors lend their money to an entity which
borrows the funds for a certain period of time at a variable or fixed interest rate.
Bonds are classified into two major types which are government bonds and
corporate bonds. Examples of government bonds being traded are Government
Investment Issues (GlI), Malaysian Government Securities (MGS), Bank Negara
Malaysia Bills (BNB) and Malaysian Treasury Bills (MTB). Examples of corporate
bonds issued in the Malaysian capital market are straight bonds, convertible bonds,
bonds with warrants, floating rate bonds, zero-coupon bonds, mortgage bonds,
Islamic bonds, secured and unsecured bonds and guaranteed bonds.

There are also quasi-government bonds, Cagamas bonds and Islamic private debt
securities or Islamic bonds (Bondmy, 2017). When we look at the annual reports, we
often see financial investments available-for-sale and held-to-maturity. An available-
for-sale security is a debt or equity security and purchaser can sell before it reaches
maturity, however a held-to-maturity security purchaser has to hold it until the
maturity date (Bragg, 2017 ). This study analyses the annual reports of 8 local banks
for the year 2016, to ascertain the impact on liquidity and profitability.

5.1 Malayan Banking Berhad
Financial investments portfolio consists of financial assets at fair value through
profit or loss, financial investments available-for-sale and financial investments
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held-to-maturity. Table 16 shows that Maybank’s financial investments which are
held-to maturity as at 31 December 2016 (Maybank, 2016).

Table 16. Maybank’s financial investments held-to maturity in year 2016

_-mmm
RM"000 RM'000 RM'000 RM'000

At amortised cost less accumulated Impalrment losses

‘Money market Instruments:

Malaysian Govermnment Securities 2,017,799 2,013,210 2,017,695 2,013,104
Malaysian Government Investment lssues 2,522,557 4,416,726 2,522,557 4,416,726
Foreign Government Securities 1,275,579 710,147 - =
Foreign Government Treasury Bills £7,403 47,098 - =
Khazanah Bonds 827,825 920,959 827,825 929,950
Cagamas Bonds 50,259 50,259 50,259 50,259
Foreign Certificates of Deposits 92,935 45,893 - -
6,854,357 8,273,292 5,418,336 7,470,048
Unquoted securlties:
Foreign Corporate Bonds and Sukuk 1,373,041 1,096,913 911,100 871,902
Corporate Bonds and Sukuk in Malaysia 5,530,942 5,365,053 €,223,862 5,954,249
Foreign Government Bonds 1,285,495 69,076 30,745 34,764
Others 2,044 2,044 2,044 2,044
8,191,522 6,433,086 7,167,751 6,862,955
Accumulated impai losses (24,282) (24,248) (3,776) (3,776)
Total financlal Investments held-to-maturity 15,021,597 14,682,130 12,582,311 14,329,231

Source: Own calculations.

Since Maybank’s annual report did not state clearly about the value of bond, in this
research we will use the amount of financial investments held-to-maturity (HTM) as
our data which include bonds, shares, stocks and warrants. Based on the Table
above, the total amortised cost of financial investment HTM is RM 15,045,879,000
(RM6, 854,357,000 + RM 8,191,522,000) in 2016. When using loss-rate approach
(Collective Evaluation) to estimate allowance for expected impairment loss, entities
should compare historical information for the similar financial assets with current
and forecast the economic cycle.

According to Department of Statistics Malaysia, unemployment rate for March 2017
decreased to 3.4 per cent. Meanwhile, year-on-year unemployment rate was 0.1
percentage points lower than March 2016 (Mahidin, 2017). Sarkunan Subramaniam,
who is the Knight Frank Malaysia's Managing Director, said the housing market is
expected to continue slow growth in 2017 compare to 2016, because of the
economic slowdown and the poor performance of ringgit, among others (Global
Property Guide, 2017). Based on the forecast of economic cycle, the allowance for
impairment losses for year 2017 will decrease since the prediction of the
unemployment rate will decrease and real estate value will increase or remain the
same. According to Maybank’s group chief financial officer Datuk Amirul Feisal
Wan Zahir, the Credit Charge Off for year 2016 was 62 basis points and he aims to
reduce it to 50 basis points (The Star Online, 2017). The historical credit loss rate is
0.62%. The decrease of 10 basis points will cause the expected credit loss rate
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become 0.52%. The allowance made in year 2017 will be RM 78,238,570.80 (RM
15,045,879,000 * 0.52%).

When using loss-rate approach (individual evaluation) to estimate allowance for
expected impairment loss, entities should compare historical information, current
situation and forecast the economic cycle. The difference between both evaluations
is when using collective evaluation to estimate expected credit losses on a portfolio
of loans, it has to include with the similar risk characteristics. When using individual
evaluation, an entity may estimate expected credit losses on an individual loan when
no loans with similar risk characteristics exist. When using this method to estimate
the allowance for expected credit losses, we will look into Maybank’s financial
investments held-to-maturity.

Based on the above, Table 16 shows that Maybank provides financial investments
held-to-maturity which has an amortized cost of RM 15,045,879,000 (RMS6,
854,357,000 + RM 8,191,522,000) (Maybank, 2016). According to Maybank’s
group chief financial officer Datuk Amirul Feisal Wan Zahir, the Credit Charge Off
for year 2016 was 62 basis points and he aims to reduce it to 50 basis points (The
Star Online, 2017). The historical credit loss rate is 0.62%. Bank has to consider
current conditions and reasonable and supportable forecasts that relate to its bonds
practices and determines those factors which will affect the bond’s performance such
as local unemployment rates (Coughlan, Powell and Shough, 2016).

According to Department of Statistics Malaysia, unemployment rate for March 2017
decreased to 3.4 per cent. Meanwhile, unemployment rate was 0.1 percentage points
lower than March 2016 (Mahidin, 2016). Since the prediction of the unemployment
rate will decrease, the allowance for impairment losses for year 2017 will decrease
marginally compared to year 2016. The researchers have estimated a proposed 5
basis points decrease in credit losses due to expected decrease in unemployment.
The decrease of 5 basis points will cause the expected credit loss rate become
0.57%. The total allowance for expected credit losses of financial investment held-
to-maturity would be RM 85,761,510.30 (RM 15,045,879,000 * 0.57%).

When using vintage-year basis to estimate allowance for expected impairment
losses, entities have to create a table which contain previous 4 years’ allowance
made. Yellow(shaded) boxes represent the forecasts of the future which will impact
the expected credit losses (Table 17). The following pattern of credit loss experience
has been developed based on the amount of amortized cost in each vintage that was
written off as a result of credit losses (unshaded area) (Coughlan et al., 2016).

Table 17. Losses Incurred/Projected -Maybank

Year of | Loss Experience in Year Following Origination

Origination | Year 1 Year 2 Year 3 Year 4 Expected
RM’000 RM’000 RM’000 RM’000 RM’000

2014 219,308 370,101 265,440 180,000 180,000




B. Valentine Arulanandam, C. Selvan, K. Li Shin

95
2015 370,101 265,440 180,000 250,000 430,000
2016 265,440 180,000 250,000 220,000 650,000
2017 180,000 250,000 220,000 200,000 850,000

Source: Own calculations.

When using this method, bank has to consider the current conditions and reasonable
and supportable forecasts. Figure 1 shows the statistic of Malaysia unemployment
rate (Quandl , 2017).

Figure 1. Malaysia's unemployment rate
am
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Figure 2 shows Malaysia’s growth rate of the real Gross Domestic Product (GDP)
from year 2012 until 2022 (Statista, 2017 ).

Figure 2. Malaysia’s growth rate of the GDP
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Based on Figure 1 above, the unemployment rate was 3.45% in January 2017.
However, the unemployment rate in July 2017 was 3.4%. It shows that the
unemployment rate for 2017 is decreasing. Malaysia’s growth rate of GDP in Figure
2 in year 2017 was 5.43% which is higher than in the previous year. Based on the
forecasts, the overall situation is positive than in the previous year. Through this, the
researchers’ estimate the credit loss for year 2017 will be RM 180,000,000 which is
lower than year 2016.

In year 2018, the unemployment rate will keep decreasing but the growth rate also
decreases compared to the previous year. In this case, the researchers estimate the
credit loss will lower a little which the amount is RM 250,000,000. For year 2019,
the unemployment rate is keep decreasing while the growth rate is higher than
previous year but lower than two years ago. In this case, the researchers estimated
the credit loss will be RM 220,000,000. In year 2020, the unemployment rate is keep
decreasing while the growth rate is higher than in the previous year. In this case, the
researchers estimated the credit loss will be RM 200,000,000. Based on the vintage-
year basis Table, it shows that the expected credit loss for year 2017 will be RM
850,000,000.

5.2 RHB Bank Berhad

Table 18 shows that RHB’s financial investments which are held-to-maturity as at
31 December 2016 (RHB Bank Berhad, 2016). It provides that the financial
investments held-to-maturity has an amortized cost of RM 21,575,084,000.

Table 18. RHB’’s financial investments held-to maturity in year 2016

6  FINANCIAL INVESTMENTS HELD-TO-MATURITY (“HTM")

Group Bank
Restated Restated
2016 2015 2016 2015
RM'000 RM'000 RM'000 RM'000
At amortised cost

MONEY MARKET INSTRUMENTS:
Malaysian Government Securities 2,236,862 2,239,247 2,216,567 2,218,877
Mal Government Investment Issues 5,037,022 5.366.226 4,388,725 4,478,120
Cag bonds 1,097,100 1,357.117 947,006 1,296,497
Khazanah bonds 101,094 106,368 69,103 66,033
Megotiable instruments of deposits 4,702,295 2, B850 3,807,060 3.073.064
Wakala Global Sukuk 33,663 306,836 23,853 207,683
Sukuk Perumahan Kerajaan 111,125 111,147 101,155 101,190
Singapore Government Securities 62,630 61,267 62,630 61,267
Thailand Gowvernment Securities 13,674 163,746 13,674 163.746
Sukuk (Brunei) Incorporation 56,598 55,582 46,598 55,582

UNQUOTED SECURITIES:

In Malaysia

Corporate bond/sukuk 7,644,677 7.737.849 6,000,343 6.231.0438
Corporate loan stocks 57,353 62,607 29,849 345174
Prasarana bonds 254,101 BOS8,227 233,870 7e7.840
Credit link notes 30,047 30,043 - -

Outside Malaysia

Corporate bondjsukuk 156,854 147.959 146,854 147,479
21,575,084 20,767,071 18,087,277 18,982,600
Accumulated impairment losses (209,981) (234,835) (101,165) (106.292)
21,365,103 20,532,236 17,986,112 18,876,308

Source: Own calculations.
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When using loss-rate approach (collective evaluation) to estimate allowance for
expected impairment loss, historical information for the similar financial assets with
current and forecast the economic cycle is the key that entities have to consider.
According to Department of Statistics Malaysia, unemployment rate for March 2017
decreased to 3.4 per cent. Unemployment rate was 0.1 percentage points lower than
March 2016 (Mahidin, 2017). Meanwhile, the Knight Frank Malaysia's Managing
Director said the housing market is expected to continue slow growth in 2017
compare to 2016, because of the economic slowdown and the poor performance of
ringgit, among others (Global Property Guide, 2017). Based on the forecast of
economic cycle, the allowance for impairment losses for year 2017 will decrease
marginally since the prediction of the unemployment rate will decrease and real
estate value will increase or remain the same because it is expected to have a slow
growth.

This research estimated there will be 5 basis points decrease in credit losses due to
expected decrease in unemployment and 5 basis points increase due to expected
increase in real estate value. According to RHB’s Group Managing Director Dato'
Khairussaleh Ramli, the Credit Charge Off for year 2016 was 0.39% (Dato'
Khairussaleh Ramli, 2017). The decrease of 10 basis points will cause the expected
credit loss rate become 0.29%. The allowance made in year 2017 will be RM
62,567,743.60 (RM 21,575,084,000* 0.29%).

When using loss-rate approach (individual evaluation) to estimate allowance for
expected impairment loss, an entity may estimate expected credit losses on an
individual loan when no loans with similar risk characteristics exist. Bank has to
focus on amortized cost of bonds when calculate expected credit losses (Louisiana
Bankers Association, 2016). When using this method to estimate the allowance for
expected credit losses, we will look into RHB’s financial investments held-to-
maturity. Based on the above, Table 18 shows that RHB Bank Berhad provides
financial investments held-to-maturity which has an amortized cost of RM
21,575,084,000 (RHB Bank Berhad, 2016). Bank has to consider current conditions
and reasonable and supportable forecasts that relate to its bonds practices and
determines those factors which will affect the bond’s performance such as local
unemployment rates (Coughlan, Powell, and Shough, 2016).

According to RHB’s Group Managing Director Dato' Khairussaleh Ramli, the Credit
Charge Off for year 2016 was 0.39% (Dato' Khairussaleh Ramli, 2017). According
to Department of Statistics Malaysia, unemployment rate for March 2017 was 0.1
percentage points lower than March 2016 (Mahidin, 2017). Since the prediction of
the unemployment rate will decrease a little, the allowance for impairment losses for
the year 2017 will decrease a little compare to year 2016. The researchers estimated
there will be 5 basis points decrease in credit losses due to expected decrease in
unemployment. The decrease of 5 basis points will cause the expected credit loss
rate become 0.34%. The total allowance for expected credit losses of financial
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investment held-to-maturity would be RM 73,355,285.60 (RM 21,575,084,000*

0.34%) (Table 19).

Table 19. Losses Incurred/Projected — RHB Bank

Year of | Loss Experience in Year Following Origination

Origination | Year 1 Year 2 Year 3 Year 4 Expected
RM’000 RM’000 RM’000 RM’000 RM’000

2014 - 6,538 264,276 190,000 190,000

2015 6,538 264,276 190,000 230,000 420,000

2016 264,276 190,000 230,000 210,000 630,000

2017 190,000 230,000 210,000 200,000 830,000

Source: Own calculations.

When using vintage-year basis to estimate allowance for expected impairment
losses, banks have to consider the current conditions and reasonable and supportable
forecasts. Based on Figure 1, the unemployment rate was 3.45% in January 2017.
However, the unemployment rate in July 2017 was 3.4%. It shows that the
unemployment rate for 2017 is decreasing. Based on Figure 2, Malaysia’s growth
rate of GDP in year 2017 was 5.43% which is higher than in the previous year.
Based on the forecasts, the overall situation is better than in the previous year.
Through this, the researchers estimate the credit loss for year 2017 to be RM
190,000,000 which is lower than year 2016.

In the year 2018, the unemployment rate will keep decreasing but the growth rate
also decreases compared to the previous year. In this case, the researchers estimate
the credit loss will lower a little, the amount is RM 230,000,000. For the year 2019,
the unemployment rate is decreasing while the growth rate is higher than in the
previous year but lower than two years before. In this case, the researchers estimate
the credit loss to be RM 210,000,000. In year 2020, the unemployment rate is
decreasing while the growth rate is higher than in the previous year. In this case, the
estimate credit loss will be RM 200,000,000. Based on the vintage-year basis Table
19 shows that the expected credit loss for year 2017 will be RM 830,000,000.

5.3 CIMB Bank Berhad

Table 20 shows CIMB’s key interest-bearing assets and liabilities at the year ended
31 December 2016 (CIMB Group Holdings Berhad, 2016). Since this financial
statement did not mention about the amortised cost of bonds, so we use the amount
of bonds as at 31 December 2016 which is RM 16,926,000,000. When using loss-
rate approach (collective evaluation), banks should compare historical information
for the similar financial assets with current and forecast the economic cycle.
According to Department of Statistics Malaysia, unemployment rate for March 2017
was 0.1 percentage points lower than March 2016 and it had decreased to 3.4 per
cent (Mahidin, 2017).
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Table 20. CIMB's key interest bearing assets and liabilities in year 2016

Financial Year Ended 31 December 2016

Interest
As at Effective income/

31 December | interest rate expense
RM’million % RM’million

Interest eamning assets:

Cash and short-term funds & deposits and placements with banks and other financial

institutions 29,018 215 859
Financial assets held for trading 22,769 235 563
Financial investments available-for-sale 31,530 3493 1,266
Financial investments held-to-maturity 30,381 4.04 1137
Loans, advances and financing 315,373 6.13 17,944
Interest bearing liabilities:

Total deposits” 369,604 177 8,873
Bonds, Sukuk, debentures and other bormowings 16,926 3.46 661
Subordinated obligations 13,725 5.65 801

Source: Own calculations.

Based on the forecast of economic cycle, the allowance for impairment losses for the
year 2017 will decrease a little since the prediction of the unemployment rate will
decrease marginally and real estate value will increase or remain the same because it
is expected to have a slow growth. The researchers estimated there will be 5 basis
points decrease in credit losses due to expected decrease in unemployment and 5
basis points increase due to expected increase in real estate value. MIDF Amanah
Investment Bank Bhd noted in an analyst briefing with CIMB’s management
recently, the banking group’s credit cost for year 2016 is 60 basis points or equal to
0.60% (Ng, 2017). The decrease of 10 basis points will cause the expected credit
loss rate become 0.50%. The allowance made in year 2017 will be RM 84,630,000
(RM 16,926,000,000* 0.50%).

When using loss-rate approach (individual evaluation), banks may estimate expected
credit losses on an individual loan when no loans with similar risk characteristics
exist. Bank has to focus on amortized cost of bonds when calculate expected credit
losses (Louisiana Bankers Association, 2016). Table 20 shows CIMB Bank Berhad’s
bonds amount of RM 16,926,000,000 at the year ended 31 December 2016 (CIMB
Group Holdings Berhad, 2016). According to MIDF Amanah Investment Bank Bhd,
it noted in an analyst briefing with CIMB’s management recently, the banking
group’s credit cost for year 2016 is 60 basis points or equal to 0.60% (Ng, 2017).
When using this method, bank has to consider current conditions and reasonable and
supportable forecasts that relate to its bonds practices and determines those factors
which will affect the bond’s performance such as local unemployment rates
(Coughlan, Powell and Shough, 2016).

According to Department of Statistics Malaysia, unemployment rate for March 2017
was 0.1 percentage points lower than March 2016 (Mahidin, 2017). Since the
prediction of the unemployment rate will decrease a little, the allowance for
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impairment losses for year 2017 will decrease a likewise compared to year 2016. As
such, the researchers estimated there will be 5 basis points decrease in credit losses
due to expected decrease in unemployment. The decrease of 5 basis points will cause
the expected credit loss rate become 0.55%. The total allowance for expected credit
losses of bonds would be RM 93,093,000 (RM 16,926,000,000 * 0.55%) (Table 21).

Table 21. Losses Incurred / Projected — CIMB Bank

Year of | Loss Experience in Year Following Origination

Origination | Year 1 Year 2 Year 3 Year 4 Expected
RM’000 RM’000 RM’000 RM’000 RM’000

2014 178,823 149,829 236,226 160,000 160,000

2015 149,829 236,226 160,000 215,000 375,000

2016 236,226 160,000 215,000 195,000 570,000

2017 160,000 215,000 195,000 175,000 745,000

Source: Own calculations.

Since the financial statement of CIMB Bank Berhad did not mention clearly about
the amount of allowance made for financial investment AFS, so we will use the
amount of other allowances made to calculate expected credit losses. When using
vintage-year basis to estimate allowance for expected impairment losses, banks have
to consider the current conditions and reasonable and supportable forecasts. Based
on Figure 1, the unemployment rate was 3.45% in January 2017. However, the
unemployment rate in July 2017 was 3.4%. It shows that the unemployment rate for
2017 is decreasing.

Based on Figure 2, Malaysia’s growth rate of GDP in year 2017 was 5.43% which is
higher than in the previous year. Based on forecasts, the overall situation is better
than in the previous year. Through this, the researchers estimated the credit loss for
2017 will be RM 160,000,000 which is lower than in 2016. In 2018, the
unemployment rate will keep decreasing but the growth rate also decreases compare
to the previous year. In this case, the estimate credit loss will lower a little, the
amount is RM 215,000,000. For 2019, the unemployment rate will keep decreasing
while the growth rate being higher than in the previous year but lower than two years
before. In this case, the estimate credit loss will be RM 195,000,000. In 2020, the
unemployment rate will keep decreasing while the growth rate will be higher than in
the previous year. In this case, the estimate credit loss will be RM 175,000,000.
Based on the vintage-year basis Table 21, it shows that the expected credit loss for
year 2017 will be RM 745,000,000.

5.4 Hong Leong Bank Berhad

Table 22 shows the Hong Leong Bank Berhad’s financial investments held-to-
maturity for the year ended 30 June 2016 (Hong Leong Financial Group Berhad,
2016).
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Table 22. Hong Leong Bank Berhad’s financial investments held-to-maturity in year
2016

6  FINANCIAL INVESTMENTS HELD-TO-MATURITY

2016 2015
RM'000 RM'000
Money market instruments
Government treasury bills 54,922 -
Malaysian Government securities 3,403,858 3,003,596
Malaysian Government Investrnent Certificates 7,731,720 6,549,704
Cagamas bonds 30,356 30,454
Negotiable instruments of deposit - 2,338
Other Government securities 395,513 335,159
11,616,369 9,921,251
Unquoted securities
Loan stocks 5923 6,404
Malaysia Government sukuk 470,220
Corporate bonds and sukuk 777,763 838113
Foreign currency bonds in Malaysia - 98,029
Foreign currency bonds outside Malaysia 125,456 150,358
Investment in preference shares 32,066 54,000
1,411,428 1,146,904
13,027,797 1,068,155
Allowance for impairment losses (116,479) (126,317)
Total financial investments held-to-maturity 12,911,318 10,941,838

Source: Own calculations.

When using loss-rate approach (collective evaluation) to estimate allowance for
expected impairment loss, entities need to compare historical information for the
similar financial assets with current and forecast the economic cycle. According to
Department of Statistics Malaysia, unemployment rate for March 2017 was 0.1
percentage points lower than in the previous year (Mahidin, 2017 ). The Knight
Frank Malaysia's Managing Director said the housing market is expected to continue
slow growth in 2017 compare to 2016, because of the economic slowdown and the
poor performance of ringgit, among others (Global Property Guide, 2017). Based on
the forecast of economic cycle, the allowance for impairment losses for 2017 will
decrease a little bit since the prediction of the unemployment rate will decrease a
little bit and real estate value will increase or remain the same because it is expected
to have a slow growth. As such the researchers estimated that there will be 5 basis
points decrease in credit losses due to expected decrease in unemployment and 5
basis points increase due to expected increase in real estate value. According to
Fitch, the Hong Leong bank's gross impaired-loan ratio remained low at 0.80% at
the end of March 2016 (The Star Online, 2016). The decrease of 10 basis points will
cause the expected credit loss rate become 0.70%. The amortised cost of financial
investments HTM is RM 13,027,797,000. The allowance made in 2017 will be RM
91,194,579 (RM 13,027,797,000 * 0.70%) (Table 22).

An entity may estimate expected credit losses on an individual loan when no loans
with similar risk characteristics exist when using loss-rate approach (individual
evaluation). Bank has to focus on amortized cost of bonds when calculate expected
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credit losses (Louisiana Bankers Association, 2016). Based on Table 22, the Hong
Leong Bank Berhad’s bonds amount is RM 13,027,797,000 at the year ended 30
June 2016 (Hong Leong Financial Group Berhad, 2016). According to Fitch, the
Hong Leong Bank's gross impaired-loan ratio remained low at 0.80% at end-March
2016 (The Star Online, 2016). When using this method, bank has to consider current
conditions and reasonable and supportable forecasts that relate to its bonds practices
and determines those factors which will affect the bond’s performance such as local
unemployment rates (Coughlan et al., 2016).

As per the above, the researchers estimated there will be 5 basis points decrease in
credit losses due to expected decrease in unemployment. The decrease of 5 basis
points will cause the expected credit loss rate become 0.75%. The total allowance for
expected credit losses of bonds would be RM 97,708,477.50 (RM 13,027,797,000 *
0.75%) (Table 23).

Table 23. Losses Incurred/Projected — Hong Leong Bank

Year of | Loss Experience in Year Following Origination

Origination | Year 1 Year 2 Year 3 Year 4 Expected
RM’000 RM’000 RM’000 RM’000 RM’000

2014 3,700 74,122 141,488 75,000 75,000

2015 74,122 141,488 75,000 120,000 195,000

2016 141,488 75,000 120,000 100,000 295,000

2017 75,000 120,000 100,000 85,000 380,000

Source: Own calculations.

When using vintage-year basis to estimate allowance for expected impairment
losses, banks have to consider the current conditions and reasonable and supportable
forecasts. Malaysia’s growth rate of GDP in year 2017 was 5.43% which is higher
than in the previous year. As such, the overall situation is better than in the previous
year. Through this, it was estimated that the credit loss for year 2017 will be RM
75,000,000 which is lower than in 2016. In 2018, the unemployment rate will keep
decreasing but the growth rate also decreases compared to the previous year. In this
case, the estimate credit loss will lower a little, the amount is RM 120,000,000. For
2019, the unemployment rate is keep decreasing while the growth rate is higher than
in the previous year but lower than two years before. In this case, the estimate credit
loss will be RM 100,000,000. In 2020, the unemployment rate will keep decreasing
while the growth rate will be higher than in the previous year. In this case, the
estimate credit loss will be RM 85,000,000. Based on the vintage-year basis Table
23 shows that the expected credit loss for year 2017 will be RM 380,000,000.

4.5 Public Bank Berhad

Table 24 shows the Public Bank Berhad’s financial investments HTM for the year
ended 31 December 2016 (Public Bank Berhad, 2016). It shows that the amortised
cost of financial investments HTM is RM 5,278,841,000.



B. Valentine Arulanandam, C. Selvan, K. Li Shin

103

Table 24. Public Bank Berhad'’s financial investments held-to-maturity in year 2016

8. FINANCIAL INVESTMENTS HELD-TO-MATURITY

Group Bank
2015
RM 000
At amortised cost
Government securities and treasury bills:
Malaysian Govermnment Securities 2,021,357
Malaysian Govemnment Investment lssues 10,103,680
Foreign government treasury bills 65,029

Other foreign government securities

15,430,861 12,190,066

Money market instruments:
MNegotiable instruments of deposit and negotiable
Islamic debt certificates 1,561,205 1,647,165

Non-money market instruments:

Debt securities

— Cagamas bonds 1,363,718

- Unguoted private debt securities 2484 284
3,848,002

Accumulated impairment losses (48)
17,685,187

Source: Own calculations.

When using loss-rate approach (collective evaluation) to estimate allowance for
expected impairment loss, entities should compare historical information for the
similar financial assets with current and forecast the economic cycle. Based on
conditions as described above the forecast of economic cycle, the allowance for
impairment losses for 2017 will decrease a little since the prediction of the
unemployment rate will decrease a little and real estate value will increase or remain
the same because it is expected to have a slow growth. As such the researchers
estimated that there will be 5 basis points decrease in credit losses due to expected
decrease in unemployment and 5 basis points increase due to expected increase in
real estate value. According to annual report for 2016 which had published by Public
Bank Berhad, the gross impaired-loan ratio remained low at 0.50% at the end of
2016 (Public Bank Berhad, 2016). The decrease of 10 basis points will cause the
expected credit loss rate become 0.40%. The impairment made in 2017 will be RM
21,115,364 (RM 5,278,841,000 * 0.40%).

When using loss-rate approach (individual evaluation) to estimate allowance for
expected impairment loss, bank has to estimate expected credit losses on an
individual loan when no loans with similar risk characteristics exist. And also, bank
has to focus on amortized cost of bonds when calculate expected credit losses
(Louisiana Bankers Association, 2016). Based on Table 24 the Public Bank Berhad’s
bonds amount is RM 5,278,841,000 at the year ended 31 December 2016 (Public
Bank Berhad, 2016). According to annual report for the year 2016 which had
published by Public Bank Berhad, the gross impaired-loan ratio remained low at
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0.50% at the end of year 2016 (Public Bank Berhad, 2016). When using this method,
the bank has to consider current conditions and reasonable and supportable forecasts
that relate to its bonds practices and determines those factors which will affect the
bond’s performance such as local unemployment rates (Coughlan, Powell, and
Shough, 2016).

According to Department of Statistics Malaysia, unemployment rate for March 2017
decreased to 3.4 per cent. Meanwhile, year-on-year unemployment rate was 0.1
percentage points lower than March 2016 (Mahidin, 2017). Since the prediction of
the unemployment rate will decrease a little, the allowance for impairment losses for
2017 will decrease a little compare to 2016. As such the estimate will be a 5 basis
points decrease in credit losses due to expected decrease in unemployment. The
decrease of 5 basis points will cause the expected credit loss rate become 0.45%.
The total allowance for expected credit losses of bonds would be RM 23,754,784.50
(RM 5,278,841,000 * 0.45%).

Table 25. Losses Incurred/Projected — Public Bank

Year of | Loss Experience in Year Following Origination

Origination | Year 1 Year 2 Year 3 Year 4 Expected
RM’000 RM’000 RM’000 RM’000 RM’000

2014 - 23 - - -

2015 23 - - 10 10

2016 - - 10 - 10

2017 - 10 - - 10

Source: Own calculations.

When using vintage-year basis to estimate allowance for expected impairment
losses, banks have to consider the current conditions and reasonable and supportable
forecasts. Based on conditions stated above the overall situation is better than in the
previous year. Through this, the estimate credit loss for year 2017 will be RM 0.

In 2018, the unemployment rate will keep decreasing but the growth rate also
decreases compared to previous year. In this case, the estimate for the credit loss will
increase a little which is RM 10,000. For 2019, the unemployment rate will keep
decreasing while the growth rate is higher than in the previous year but lower than
two years before. In this case, the estimated credit loss will be RM 0. In 2020, the
unemployment rate will keep decreasing while the growth rate will be higher than in
the previous year. In this case, it was estimated that the credit loss will be RM 0.
Based on the vintage-year basis Table, it shows that the expected credit loss for year
2017 will be RM 10,000 (Table 25).

4.6 AmBank (M) Berhad
Table 26 shows the AmBank Berhad’s financial investments held-to-maturity as at
31 March 2016. It does not show how much the amount of bonds are so in this case
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we use financial investment HTM to calculate its allowance of expected credit losses
(AMMB Holdings Berhad , 2016).

Table 26. AmBank Berhad’s financial investments held-to-maturity in year 2016
10. FINANCIAL INVESTMENTS HELD-TO-MATURITY

Group Company
31 March 31 March 31 March 31 March
2016 2015 2016 2015
RM'000 RM'000 RM'000 RM'000
At Amortised Cost
Money Market Instruments:
Foreign Treasury Bills 780,153 518486
Unquoted Securities:
In Malaysia:
Private debt securities 3390349 3352220
4,170,502 3,870,706
Less: Accumulated impairment losses (3,008) (6,198)
4,167,494 3,864,508

Source: Own calculations.

When using loss-rate approach (collective evaluation) to estimate allowance for
expected impairment loss, bank has to compare historical information for the similar
financial assets with current and forecast the economic cycle. According to
Department of Statistics Malaysia, unemployment rate for March 2017 decreased to
3.4 per cent. Meanwhile, year-on-year unemployment rate was 0.1 percentage points
lower than March 2016 (Mahidin, 2017). The Knight Frank Malaysia's Managing
Director said that the housing market is expected to continue slow growth in 2017
compare to 2016, because of the economic slowdown and the poor performance of
Ringgit, among others (Global Property Guide, 2017).

Based on the forecast of economic cycle, the allowance for impairment losses for
2017 will decrease a little since the prediction of the unemployment rate will
decrease a little and real estate value will increase or remain the same because it is
expected to have a slow growth. As such the researchers estimated that there will be
5 basis points decrease in credit losses due to expected decrease in unemployment
and 5 basis points increase due to expected increase in real estate value. According
to annual report for 2016 which had published by AmBank Berhad, the gross
impaired-loan ratio was higher at 1.9% in year 2016 (AMMB Holdings Berhad,
2016). The decrease of 10 basis points will cause the expected credit loss rate to
become 1.8%. The allowance for expected credit losses in year 2017 will be RM
75,069,036 (RM 4,170,502,000 * 1.8%).

When using loss-rate approach (individual evaluation) to estimate allowance for
expected impairment loss, bank has to estimate expected credit losses on an
individual loan when no loans with similar risk characteristics exist. Bank has to
focus on amortized cost of bonds when calculate expected credit losses (Louisiana
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Bankers Association, 2016). Based on Table 26 the AmBank Berhad’s financial
investment HTM at amortised cost is RM 4,170,502,000 (AMMB Holdings Berhad,
2016). According to annual report for the year 2016 which had published by
AmBank Berhad, the gross impaired-loan ratio was higher at 1.9% in 2016 (AMMB
Holdings Berhad, 2016). When using this method, bank has to consider current
conditions and reasonable and supportable forecasts that relate to its bonds practices
and determines those factors which will affect the bond’s performance such as local
unemployment rates (Coughlan et al., 2016).

As such, the researchers estimated there will be 5 basis points decrease in credit
losses due to expected decrease in unemployment. The decrease of 5 basis points
will cause the expected credit loss rate become 1.85%. The total allowance for
expected credit losses of bonds would be RM 77,154,287 (RM 4,170,502,000 *
1.85%).

Table 27. Losses Incurred/Projected - AMBank

Year of | Loss Experience in Year Following Origination

Origination | Year 1 Year 2 Year 3 Year 4 Expected
RM’000 RM’000 RM’000 RM’000 RM’000

2014 12,606 13 8,734 5,000 5,000

2015 13 8,734 5,000 7,500 12,500

2016 8,734 5,000 7,500 7,000 19,500

2017 5,000 7,500 7,000 6,500 26,000

Source: Own calculations.

When using vintage-year basis to estimate allowance for expected impairment
losses, banks have to consider the current conditions and reasonable and supportable
forecasts. The estimate credit loss for 2017 will be RM 5,000,000. In 2018, the
unemployment rate will keep decreasing but the growth rate also decreases
compared to previous year. In this case, the estimated credit loss will increase a
little, the amount is RM 7,500,000.

For 2019, the unemployment rate was decreasing while the growth rate was higher
than in the previous year but lower than two years before. In this case, it was
estimated that the credit loss was RM 7,000,000. In 2020, the unemployment rate is
keep decreasing while the growth rate will be higher than in the previous year. In
this case, the estimate credit loss will be RM 6,500,000. Based on the vintage-year
basis Table, it shows that the expected credit loss for 2017 will be RM 26,000,000
(Table 27).

4.7 Affin Bank Berhad

Table 28 shows the Affin Bank Berhad’s financial investments HTM for the year
ended 31 December 2016 (AFFIN Bank Berhad, 2016). It shows that the amount of
bonds at amortised cost is RM 377,061,000.
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Table 28. Affin Bank Berhad'’s financial investments held-to-maturity in year 2016

T FINANCIAL INVESTMENTS HELD-TO-MATURITY

The Group The Bank

2016 2015 2016 2015
RM 000 RM'000 RM 000 RM'000
At amortised cost
Unquoted securities:
Corporate bonds/Sukuk in Malaysia 377,061 380,832 304,939 304,550
Allowance for impairment losses {3.537) (173) (3,537) {173}
373,524 380,654 301,402 304,372
Movement in allowance for impairment losses
The Group The Bank
2016 2015 2016 2015
RM 00D RMY000 RM 000 RM'000
At beginning of the financial year 178 44 273 178 44 278
Allowance made during the financial year 3,537 - 3,537 -
Amount write-back - (22,037) (22,037)
Amount written-off (178) (22,063) (178) (22,063)
At end of the financial year 3,537 178 3,537 178

Source: Own calculations.

When using loss-rate approach (collective evaluation) to estimate allowance for
expected impairment loss, bank should compare historical information for the
similar financial assets with current and forecast the economic cycle. According to
Department of Statistics Malaysia, unemployment rate for March 2017 decreased to
3.4 per cent. Meanwhile, year-on-year unemployment rate was 0.1 percentage points
lower than in March 2016 (Mahidin, 2017). The Managing Director of Knight Frank
Malaysia said that the housing market is expected to continue slow growth in 2017
compare to 2016, because of the economic slowdown and the poor performance of
ringgit, among others (Global Property Guide, 2017).

Based on the forecast of economic cycle, the allowance for impairment losses for
year 2017 will decrease a little bit since the prediction of the unemployment rate will
decrease a little and real estate value will increase or remain the same because it is
expected to have a slow growth. As such the researchers estimated that there will be
5 basis points decrease in credit losses due to expected decrease in unemployment
and 5 basis points increase due to expected increase in real estate value. According
to annual report for the year 2016 which had published by Affin Bank Berhad, the
gross impaired-loan ratio was lower at 1.60% (AFFIN Bank Berhad, 2016). The
decrease of 10 basis points will cause the expected credit loss rate become 1.50%.
The allowance for expected credit losses in year 2017 will be RM 5,655,915 (RM
377,061,000 * 1.50%).

When using loss-rate approach (individual evaluation) to estimate allowance for
expected impairment loss, bank has to estimate expected credit losses on an
individual loan when no loans with similar risk characteristics exist. Bank has to
focus on amortized cost of bonds when calculate expected credit losses (Louisiana
Bankers Association, 2016). Based on Table 28 above, the Affin Bank Berhad’s
financial investment HTM at amortised cost is RM 377,061,000 (AFFIN Bank
Berhad, 2016). According to annual report for the year 2016 which had published by
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Affin Bank Berhad, the gross impaired-loan ratio was lower at 1.60% (AFFIN Bank
Berhad, 2016).

When using this method, bank has to consider current conditions and reasonable and
supportable forecasts that relate to its bonds practices and determines those factors
which will affect the bond’s performance such as local unemployment rates
(Coughlan et al., 2016). Researchers estimated that there will be 5 basis points
decrease in credit losses due to expected decrease in unemployment. The decrease of
5 basis points will cause the expected credit loss rate become 1.85%. The total
allowance for expected credit losses of bonds would be RM 5,844,445.50 (RM
377,061,000 * 1.55%).

Table 29. Losses Incurred/Projected — Affin Bank

Year of | Loss Experience in Year Following Origination

Origination | Year 1 Year 2 Year 3 Year 4 Expected
RM’000 RM’000 RM’000 RM’000 RM’000

2014 550 - 318 180 180

2015 - 318 180 255 435

2016 318 180 255 240 675

2017 180 255 240 220 895

Source: Own calculations.

When using vintage-year basis to estimate allowance for expected impairment
losses, banks have to consider the current conditions and reasonable and supportable
forecasts. As such the overall situation is better than in the previous year. Through
this, it was estimated that the credit loss for year 2017 will be RM 180,000 (Table
29).

In year 2018, the unemployment rate will keep decreasing but the growth rate also
decreases compared to the previous year. In this case, the estimate credit loss will
increase a little, the amount is RM 255,000. For year 2019, the unemployment rate is
keep decreasing while the growth rate is higher than in the previous year but lower
than two years before. In this case, the estimate credit loss will be RM 240,000. In
2020, the unemployment rate is keep decreasing while the growth rate is higher than
in the previous year. In this case, the estimate credit loss will be RM 220,000. Based
on the vintage-year basis table, it shows that the expected credit loss for year 2017
will be RM 895,000 (Table 29).

4.8 Alliance Bank Malaysia Berhad

Table 30 shows the Alliance Bank Malaysia Berhad’s financial investments HTM
for the year ended 31 March 2016 (Alliance Bank Malaysia Berhad, 2016). The total
amount of financial investment HTM at amortised cost is RM 1,143,500,000 (RM
1,124,562,000 + RM 18,938,000).
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Table 30. Alliance Bank Malaysia Berhad’s financial investments held-to-maturity
in year 2016

8. FINANCIAL INVESTMENTS HELD-TO-MATURITY

Group
2016 2015
RM"000 RM"000
Al amortised cost
Malaysian Government seci.lr'nies 700,570 701,54
Malaysian Government investment certificates 233,390 423,739
Khazanah bonds 190,602 183,932
1,124,562 1,300,192
At cost
Unquoted securities:
Debt securities 18,938 37,668
Accumulated impairment {14,193) (27.825)
4,745 9,843
1,129,307 1,319,035

Source: Own calculations.

When using loss-rate approach (collective evaluation) to estimate allowance for
expected impairment loss, entities should compare historical information for the
similar financial assets with current and forecast the economic cycle.

Based on the forecast of economic cycle, the allowance for impairment losses for
year 2017 will decrease a little bit since the prediction of the unemployment rate will
decrease a little bit and real estate value will increase or remain the same because it
is expected to have a slow growth. As such the researchers estimated that there will
be 5 basis points decrease in credit losses due to expected decrease in unemployment
and 5 basis points increase due to expected increase in real estate value. According
to annual report for 2016 which was published by Alliance Bank Malaysia Berhad,
the gross impaired-loan ratio was lower at 1.30% (Alliance Bank Malaysia Berhad,
2016). The decrease of 10 basis points will cause the expected credit loss rate
become 1.20%. The allowance made in 2017 will be RM 13,722,000 (RM
1,143,500,000 * 1.20%).

When using loss-rate approach (individual evaluation) to estimate allowance for
expected impairment loss, bank has to estimate expected credit losses on an
individual loan when no loans with similar risk characteristics exist. Bank has to
focus on amortized cost of bonds when calculate expected credit losses (Louisiana
Bankers Association, 2016). Based on Table 30 above, the Alliance Bank Malaysia
Berhad’s financial investment HTM at amortised cost is RM 1,143,500,000
(Alliance Bank Malaysia Berhad, 2016). According to annual report for 2016 which
had published by Alliance Bank Malaysia Berhad, the gross impaired-loan ratio was
lower at 1.30% (Alliance Bank Malaysia Berhad, 2016). When using this method,
bank has to consider current conditions and reasonable and supportable forecasts that
relate to its bonds practices and determines those factors which will affect the bond’s
performance such as local unemployment rates (Coughlan, Powell and Shough,
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2016). The researchers estimate there will be 5 basis points decrease in credit losses
due to expected decrease in unemployment. The decrease of 5 basis points will cause
the expected credit loss rate become 1.25%. The total allowance for expected credit
losses of bonds would be RM 14,293,750 (RM 1,143,500,000* 1.25%).

Table 31. Losses Incurred/Projected — Alliance Bank

Year of | Loss Experience in Year Following Origination

Origination | Year 1 Year 2 Year 3 Year 4 Expected
RM’000 RM’000 RM’000 RM’000 RM’000

2014 12,236 1,759 6,050 4,800 4,800

2015 1,759 6,050 4,800 5,800 10,600

2016 6,050 4,800 5,800 5,500 16,100

2017 4,800 5,800 5,500 5,000 21,100

Source: Own calculations.

When using vintage-year basis to estimate allowance for expected impairment
losses, banks have to consider the current conditions and reasonable and supportable
forecasts. Based on forecasts, the overall situation is better than in the previous year.
Through this, the estimate credit loss for 2017 will be RM 4,800,000 (Table 31).

In 2018, the unemployment rate keeps decreasing but the growth rate also decreases
compared to the previous year. In this case, the estimate of the credit loss will
increase a little, the amount is RM 5,800,000. For 2019, the unemployment rate is
keep decreasing while the growth rate is higher than in the previous year but lower
than two years before. In this case, the estimate credit loss will be RM 5,500,000. In
2020, the unemployment rate is keep decreasing while the growth rate is higher than
in the previous year. In this case, the estimate credit loss will be RM 5,000,000.
Based on the vintage-year basis table, it shows that the expected credit loss for year
2017 will be RM 21,100,000 (Table 31).

6. Discussion and Conclusion

The major contribution of the study is to determine the way to calculate credit losses
on bond using different methods. To achieve this objective, researchers had found
that, FASB had published 17 examples to show users how to account for expected
credit losses on financial assets (FASB, 2016). Due to too many methods,
researchers decided to provide 3 approaches which are rudimentarily used to
calculate credit losses such as loss-rate approach (collective evaluation and
individual evaluation) and vintage-year basis. When using loss-rate approach,
researchers had to compare historical information for the similar financial assets
with current and forecast the economic cycle. When forecasting the economic cycle,
unemployment rate and the performance of ringgit should be considered as factors
that may affect a country’s economy. However, the growth rate of GDP and
unemployment rate are the major factors that researchers had to consider when using
vintage-year basis.
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Subsequently, this research had shown the calculation on expected credit losses on
bonds using the selected methods. Based on the calculation, researchers found that
different methods provided different amount of expected credit losses because each
method uses different factors to consider the current conditions and reasonable and
supportable forecasts. According to the above statement, the null hypothesis of
hypothesis 1 is rejected because different methods will bring different amount of
expected credit losses and this will impact the balance sheet.

Different methods will bring different amount of expected credit losses. If banks set
their expected credit losses too high, it may reduce their available funds and this will
affect bank’s liquidity and vice versa. According to the above statement, the null
hypothesis of hypothesis 2 is rejected because different methods to calculate credit
losses on bond will affect a bank’s liquidity.

The researchers also found that the vintage method under the CECL model embraces
past, current and future economic uncertainties, which seems more prudent that the
other two loss approaches. It confirms that the CECL model is procyclical. It also
shows that CECL loss estimates were impactful on the profitability and the liquidity
of local banks. The greatest impact would be the three mega banks in Malaysia, i.e.,
Maybank, RHB Bank and CIMB giving an additional impact under the vintage
method, of RM850 mil, RM830 mil, RM745 mil respectively.

This study also indicates greater impact on total risk-based capital ratios under Basel
Il requirements. Hence, Malaysian banks would need to set aside higher Capital
under Basel 111 as the expected losses are higher with CECL model.

7. Limitations and Future Recommendations

This research focuses on the way to calculate bonds and to determine whether the
different methods to estimate credit losses on bond will affect a bank’s liquidity. The
researchers found that there are some limitations. This research uses quantitative
method and researchers collected and analysed secondary data. Below are two
suggestions for future research:

o Similar study to be carried out but to focus on other approaches, therefore
the readers may have choices which approach is the best for them to use.
e To focus on different financial assets.
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