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Abstract of thesis presented to the Senate of Universiti Putra Malaysia in fulfilment 

of the requirement for the degree of Doctor of Philosophy 

FINANCIAL STABILITY INDEX, CREDIT AND EXTERNAL SHOCKS IN 
MALAYSIA 

By

KOONG SEOW SHIN 

October 2014 

Chair: Associate Professor Law Siong Hook, PhD
Faculty: Economics and Management 

This study examines the role of credit, internal and external shocks on financial 

stability in Malaysia spanning from April 1997 to December 2011, where the sample 

period consists of two major financial crises that affected Malaysian economy, 

namely the 1997/98 Asian Financial Crisis and 2008/09 Global Financial Crisis. 

Specifically, this study examines three specific objectives: (1) to develop Malaysian 

financial stability index and relate its predictive power on Malaysian business cycle,

(2) to determine the detrimental or beneficial effect of credit on the Malaysian 

financial stability and (3) to investigate the effects of credit shocks and monetary 

policy shocks on the Malaysian financial stability. 

The first objective is motivated by the incapability of conventional macroeconomics 

indicators in predicting the likelihood of economic recession nowadays. More 

importantly, based on past studies, less attention is paid on the financial stability 

index in developing countries, except Osorio et al. (2011) and Tng et al. (2012). 

However, the financial stability index is developed to be a better measure with 

greater coverage of the Malaysian financial system compared to the existing financial 

conditions indexes. In addition, the forecasting tests used on the existing FCI 

developed by Osorio et al. (2011) are merely descriptive. Hence, its predictability of 

the FCI is unconvincing. In this part of study, a financial stability index is 

constructed using the dynamic factor model and a wide array of variables to measure 

the conditions of the Malaysian financial system. The empirical results demonstrate 

that the inclusion of the constructed financial stability index in the autoregressive 

model reduces the forecast errors. Further, the forecasted business cycle using the 

constructed index appears to be rational, properly scaled and provides incremental 

information in the short period of 3-month’s time. The empirical findings reveal that 

the constructed financial stability index is able to predict the Malaysian business 

cycle. 

The second objective is motivated by the increasing level of credit in Malaysia, 

especially the growth of household credit outpaces business credit. Further, a body of 

existing literatures found that rapid credit expansion is the main culprit of the 
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likelihood of financial crisis. As a result, credit expansion is detrimental to the 

stability of financial system. By employing a non-parametric, OLS and GMM 

methods, the degree of synchronization between credit and financial stability is

investigated. The empirical results suggest that an increasing level of credit would 

tighten the conditions of the financial system and ultimately cause financial 

instability, especially business credits. However, there is insufficient evidences to 

prove that household credit is detrimental to Malaysian financial stability. In sum, 

the growth-enhancing effect of credit and financial stability do not complement each 

other in Malaysia, especially when business credit expands.  

Lastly, the third objective is motivated by the openness of Malaysia, where Malaysia 

is a small open economy and the likelihood of the financial crisis could be 

transmitted from Malaysia's major trading partners due to its trade and financial 

linkages. Hence, using the structural VAR model, the effects of external shocks, such 

as a U.S. monetary policy shock, as well as internal shocks on Malaysian financial 

stability is examined. The impulse response results indicate that the Malaysian 

financial stability responds contemporaneously and significantly towards a U.S. 

monetary policy shock and domestic monetary policy shock; whereas it does not 

respond to either foreign credit or domestic credit shocks. However, the impact on 

the financial stability, after the shock, diminishes within a year. This study concludes 

that a U.S. monetary policy shock has indirect influenced on the macroeconomic 

fluctuations in Malaysia through affecting Malaysian financial stability. 
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Abstrak tesis yang dikemukakan kepada Senat Universiti Putra Malaysia sebagai 

memenuhi keperluan untuk ijazah Doktor Falsafah 

INDEKS KESTABILAN KEWANGAN, KREDIT DAN RENJATAN LUARAN 
DI MALAYSIA 

Oleh 

KOONG SEOW SHIN 

Oktober 2014 

Pengerusi: Profesor Madya Law Siong Hook, PhD
Fakulti: Ekonomidan Pengurusan  

Kajian ini mengkaji tentang peranan kredit, renjatan dalaman dan renjatan luaran 

terhadap  kestabilan kewangan di Malaysia merangkumi tempoh masa dari April 

1997 ke Disember 2011, di mana tempoh ini termasuk dua krisis kewangan utama 

yang menjejaskan ekonomi Malaysia, iaitu  krisis kewangan Asian 1997/98dan krisis 

kewangan global2008/09. Khususnya, kajian ini mengkaji tiga objektif khusus secara 

terperinci: (1) membina indeks kestabilan kewangan dan mengaitkan kuasa 

ramalannya dengan kitaran perniagaan di Malaysia, (2) menentukan sama ada kesan 

kredit yang memudaratkan atau memberi faedah kepada kestabilan kewangan di 

Malaysia dan (3) menyiasat kesan renjatan kredit dan polisi kewangan kepada 

kestabilan kewangan di Malaysia. 

Objektif pertama didorong oleh ketidakupayaan petunjuk-petunjuk makroekonomi 

kovensional dalam meramali kemungkinan berlakunya kemelesetan ekonomi. 

Berdasarkan kepada kajian lepas, kurang perhatian diberikan kepada indeks 

kestabilan kewangan di negara-negara membangun, kecuali Osorio et al. (2011) dan 

Tng et al. (2012). Bagaimanapun, indeks kestabilan kewangan dibina untuk menjadi 

ukuran yang lebih baik dengan liputan luas dalam sistem kewangan di Malaysia 

berbanding dengan indeks-indeks kewangan yang sedia ada. Tambahan pula, ujian-

ujian ramalan yang digunakan oleh Osorio et al. (2011) hanya deskriptif. Oleh itu, 

kupayaan meramal indeks kewangannya tidak boleh diyakinkan. Dalam kajian ini, 

satu indeks kestabilan kewangan telah dibina dengan menggunakan model dinamik 

faktor dan pelbagai pembolehubah-pembolehubah untuk mengukur keadaan sistem 

kewangan di Malaysia bagi tempoh dari April 1997 hingga Disember 2011. Hasil 

dapatan empirik menunjukkan bahawa ralat ramalan dapat dikurangkan apabila 

indeks kestabilan kewangan yang dibina telah dimasukkan dalam model autoregresif. 

Tambahan pula, indeks yang dibina dapat meramalkan kitaran perniagaan dengan 

rasional, diskalakan dengan betul dan mengandungi maklumat tambahan dalam 

tempoh yang pendek, iaitu dalam tempoh masa tiga bulan. Kajian ini menyimpulkan 

bahawa indeks kestabilan kewangan yang dibina dapat meramal kitara perniagaan di 

Malaysia. 

Objektif yang kedua didorong oleh tahap kredit yang semakin meningkat di 

Malaysia, khususnya pertumbuhan kredit isirumah melebihi kredit perniagaan. Selain 
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itu, banyak kajian yang sedia ada menunjukkan bahawa pengembangan kredit yang 

laju merupakan penyumbang utama berlakunya krisis kewangan. Hasilnya, 

pengembangan kreditadalah memudaratkan kepada kestabilan sistem kewangan. 

Dalam kajian, darjah penyegerakan serentak antara kredit dan kestabilan kewangan 

disiasat dengan menggunakan kaedah-kaedah bukan parametrik, OLS dan GMM. 

Hasil dapatan empirik mencadangkan bahawa kenaikan tahap kredit akan 

mengetatkan keadaan sistem kewangan dan akhirnya menyebabkan ketidakstabilan 

kewangan, khususnya kredit kepada perniagaan. Bagaimanapun, tiada bukti yang 

cukup untuk membuktikan bahawa kredit isirumah adalah memudaratkan kestabilan 

kewangan di Malaysia. Kesimpulannya, kesan positif pengembangan kredit terhadap 

pertumbuhan ekonomi dan kestabilan kewangan tidak saling melengkapi di 

Malaysia, khususnya ketika kredit perniagaan mengembang. 

Akhirnya, objektif yang ketiga didorong oleh keterbukaan di Malaysia, di mana 

Malaysia merupakan sebuah ekonomi terbuka dan krisis kewangan mungkin 

dijangkit dari rakan-rakan dagangan utama Malaysia menerusi hubungan 

perdagangan dan kewangan. Oleh itu, kesan-kesan renjatan luar dan dalaman kepada 

kestabilan kewangan di Malaysia telah dikaji dengan menggunakan model SVAR. 

Hasil dapatan analisis tindakbalas impuls menunjukkan bahawa kestabilan kewangan 

di Malaysia bertindakbalas terhadap renjatan dari polisi kewangan Amerika Syarikat 

dan polisi kewangan Malaysia dengan sezaman dan signifikan; manakala ia tidak 

bertindakbalas terhadap renjatan dari kredit asing dan kredit domestik. 

Bagaimanapun, kesan renjatan ini kepada kestabilan kewangan semakin berkurangan 

dan menyusut dalam tempoh masa setahun. Kajian ini menyimpulkan bahawa turun-

naik makroekonomi di Malaysia tidak dipengaruhi oleh renjatan dari polisi 

kewangan Amerika Syarikat secara langsung, tetapi melalui saluran kestabilan 

kewangan di Malaysia. 
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CHAPTER ONE 

INTRODUCTION 

1.1 Research Background 

Traditionally, financial institutions especially banks, play a major role as an 

intermediation function to channel excess funds from savers to finance promising 

investment projects as well as household consumption (for example, housing and 

vehicle loan). However, nowadays financial institutions tend to involve in business 

diversification for the purpose of profit seeking. This accompanied financial 

innovations have led the financial system to evolve into a more sophisticated system. 

In support with this, Minsky (1986, pp. 264) states that “a banker is always trying to 

find new ways to lend, new customers, and new ways of acquiring funds, that is to 

borrow: in other words, he is under pressure to innovate.” The financial system, 

therefore, plays an important role in economic development through the channel of 

private saving, private investment or even the efficiency of financial system. 

There is a body of empirical findings supporting the growth-enhancing effect of 

financial development
1
. Generally, a well-functioning financial system enhances 

economic growth by utilizing socially productive investment opportunities; whereas 

a malfunctioning financial system deters economic growth through misallocation of 

scarce resources. Recognizing the importance of financial markets, ample empirical 

literature emerges to focus on determinants of financial development. These 

determinants include trade and financial openness (Blackburn and Hung, 1998; 

Svaleryd and Vlachos, 2002; Rajan and Zingales, 2003; Lane and Milesi-Ferretti, 

2003; Chinn and Ito, 2006; Ito, 2006), globalization (Mishkin, 2009) and institutional 

quality (Levine, 1998; La Porta et al., 1997, 1998; Claessens et al., 2002; Rajan and 

Zingales, 2004). In view of all this vast evidence, it implies the importance of 

financial development to an economy.  

While a well-functioning financial system can play an essential role in economic 

stability, it can be fragile and accordingly brings potential risks, such as excessive 

credit expansion (credit risk) and financial globalization (external risk). According to 

Hume and Sentance (2009), the suspected main culprit behind the recent global 

financial crisis is the persistent rapid credit growth, particularly the housing 

mortgage loan.The credit expansion is facilitated by expansionary policy, especially 

in the United States as well as the perceptions of declining macroeconomic risk from 

year 2005 onwards (Ali & Daly, 2010). With overly-optimistic expectations, 

economic agents has took excessive risk leading to expansion in lending. The 

financial crisis take place when the banking sector engulfed with a large amount of 

subprime loan.The default risk of the subprime loan is relatively higher and balance 

sheets of banks are affected greatly when the financial sector collapsed, especially 

when the large financial institution – Lehman Brothers – went bankrupt and its 

adverse impact spreads to other financial institutions as well as other economies. 

1 See, for instance, King and Levine (1993), Gregorio and Guidotti (1995), Abu-Bader and Abu-Qarn 

(2007), Ang and McKibbin (2007), Ang (2008) and Hasan et al. (2008). 
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Failure of large financial institutions would bring systemic risk to the whole financial 

system. This is evidenced by the insolvency problem of Lehman Borthers. The 

failure of the large financial institution in the United States led to loss of confidence 

of market participants and exacerbated the subprime loan crisis in 2008 (Rotheli, 

2010). Apart from the failure of large financial institutions, decisions made by an 

individual bank can put the whole financial system at risk too, especially when it 

comes to large banks which dominates the banking system in small economies. 

The exposure of financial institutions to systemic risk is mostly due to the increasing 

degree of financial integration across the economies. In addition, contagious effect of 

a crisis to other regions is not only transmitted through the traditional trade channel, 

but also through financial linkages due to the rapid development of global financial 

integration in the past decade. In line with this, Zhang et al. (2010) confirms their 

finding that U.S. financial crisis affects the Asian economies through trade and 

financial channels. Furthermore, there is an association between severe financial 

downturns or recessions in advanced economies and financial crises or recessions in 

Asia (Hong et al., 2009).

Prior to the occurrence of global financial crisis, the conventional macroeconomic 

indicators used to conduct macroeconomic policy (i.e. overall price level and 

aggregate output) suggest that there is no crisis ahead (Hume & Sentance, 2009), 

hence policy makers were caught off their guard when the financial crisis 

explodes.Does it prove that the current modern macroeconomic framework has led 

us to the wrong track? Unlike the previous financial crises, the recent 2007/08 global 

financial crisis is different, where the conduct of macroeconomic policy seems to be 

inappropriate to stabilize the economy. Due to this, modern macroeconomic 

analytical frameworks are found to be likely insufficient to prevent future crisis 

(White, 2009).

The adverse impact of financial crisis implies the importance of financial stability to 

a stable economy. Therefore, instead of focusing on economic stability (i.e. stable 

inflation and output growth), it is more important to concentrate on financial stability. 

The increasing growth-enhancing effect of financial market development as well as 

the increasing degree of global financial integration across the economies has led the 

study of financial stability to become a foundation of modern macroeconomic policy, 

especially in the context of credit and external risks. In line with this, Lange et al.
(2007) also underlined that credit risk is more likely to cause failure in a financial 

institution than interest rate risk or exchange rate risk. Promoting financial stability is, 

therefore, one of the main objectives for policy makers since monetary system begins 

(Sanchis et al., 2007). 

It may be difficult to define financial stability and it has been used to describe a wide 

range of economic conditions. However, financial stability can refer to the absence 

of a financial crisis, or in other words, the “smooth functioning of the key elements

that make up the financial system”, for instance, interest rate (Wilkinson, Spong and 

Christensson, 2010). Alternatively, a financial system that is robust and resilient to 

various shocks or risks exposures is considered stable. A stable financial system can 

be defined as a system that“is able to sustain critical services to the wider economy –

payments, credit provision and insurance against risk – even when it is hit by 

unanticipated events” as stated in Financial Stability Report 2009 from Bank of 
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England (BOE). Conversely, it would be less difficult to pinpoint the presence of 

financial instability as compared to financial stability. The occurrence of, for 

example, stock market crashes, banking crises, credit crunch are reflection of 

financial instabilities.  

To measure financial instability, one is required to date back the crisis events and 

employ binary choice model. However, it would be more appropriate to construct a 

financial stability index to measure the current state of financial sector in a country in 

order to capture relevant factors that contribute to the healthiness of financial system 

as a whole, which does not include the financial factors only. Evidently, there is 

relatively more attention paid on building financial index in advanced countries, such 

as United States, United Kingdom and European economies (Illing and Liu 2006; 

Hatzius et al. 2010; Matheson 2012); whereas relatively less attention paid in 

emerging economies, such as Malaysia (Ghosh 2011; Osorio et al., 2011). Yet again, 

the increasing emphasis of financial index construction across countries further 

implies the importance of financial stability to a stable economy. 

1.2 The Structure of Financial System in Malaysia

The components of financial system in Malaysia consist of banking institutions and 

non-banking institutions. The Central Bank of Malaysia and the banking institutions 

which include commercial banks, Islamic banks and investment banks make up the 

banking system in the financial system. On the other hand, non-banking institutions 

complement banking system in mobilizing saving funds from the one with excess 

funds to the one who is lack of funds to finance their investment projects. Non-

banking institutions include development financial institutions
2
, insurance companies, 

employee provident funds (EPF), takaful operators, saving institutions and unit trust 

account. Both banking and non-banking institutions play an important intermediary 

role in the financial system. More than two-third of the credit is extended by the 

banking industry in the financial system with a large portion of the credit extended to 

household and business sectors. Similarly, development financial institutions (DFIs) 

also provide credit services to the household and business sector. Establishment of 

DFIs is to develop strategic sectors in the economy. This includes credit extends to 

agro-based industries (for example, palm oil-based products industry) and export 

sector, in order to foster socio-economic development in Malaysia. Furthermore, 

small and medium enterprises (SMEs) are the backbone of Malaysian economy
3
;

therefore, DFIs are essential in promoting the development of SMEs by providing 

                                                            
2 The development financial institutions (DFIs) consists of 1) Bank Pembangunan Malaysia, 2) Bank 

Kerjasama Rakyat Malaysia, 3) Bank Simpanan Nasional, 4) Export-Import Bank of Malaysia, 5) 

Bank Pertanian Malaysia, 6) Bank Perusahaan Kecil & Serdehana Malaysia, 7) Malaysian Industrial 

Development Finance, 8) Sabah Development Bank, 9) Borneo Development Corporation (Sabah), 10) 

Borneo Development Corporation (Sarawak), 11) Credit Guarantee Corporation Malaysia, 12) Sabah 

Credit Corporation and 13) Lembaga Tabung Haji, in which the first six DFIs are regulated by the 

Central Bank of Malaysia under Development Financial Institutions Act (DFIA) 2002. 
3 Based on SME Annual Report 2010/11, published by National SME Development Council, the total 

establishments is 552,849 which covering from micro to large enterprises and from agriculture to 

services sector. In the report, the total establishments for SMEs is 548,267, hence the share of SMEs is 

99.2%. 
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credit services to help SMEs to finance their businesses, especially those 

entrepreneurs who have limited credit history and inadequate collateral.  

Simiarly, financial markets in Malaysia also play a crucial role in channeling the 

funds from savers to investors. Financial markets include domestic financial market 

(i.e. money market, capital market, derivatives market) and foreign exchange market.  

In the money market, the interbank deposits and a variety of money market 

instruments
4

play an important role as intermediation function. Active traders in the 

money market have contributed to an uptrend of total volume transactions in 

Malaysian money market since 1990s (Refer Figure 1.1). These active traders 

include commercial banks, investment banks, insurance companies, universal brokers 

and DFIs.  

Figure 1.1: Total Volume of Transactions in Malaysian Money Market
(Source: Monthly Statistical Bulletin April 2011 Issue, Bank Negara Malaysia.) 

Capital market comprises of equity and bond markets that extends an alternative and 

efficient way of funding to business sector for medium and long-term capital, 

especially large corporations. Furthermore, it has been assumed to be the main 

contributor in financing capital expenditures in both the public and private sectors. 

Evidently, large corporations from the business sector turn to capital market in 

meeting their needs of longer-term and larger amounts to finance their business plans. 

The following figure shows there is a growing trend of total fund raised in the capital 

market by public and private sector from 1970 until 2010. 

                                                            
4 This includes repurchase agreements (Repos), Malaysian Treasury Bills, Malaysian Islamic Treasury 

Bills, Bank Negara Bills, Bank Negara Negotiable Notes, Bankers’ Acceptance (BA), Islamic 

Accepted Bills, Negotiable Instruments of Deposits, Negotiable Islamic Debt Certificates, Malaysian 

Government Securities (MGS), Government Investment Issues, Khazanah Bonds, Cagamas Bonds, 

Cagamas Notes and Islamic Cagamas Bonds. 
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Figure 1.2: Net Fund Raised in Malaysian Capital Market
(Source: Monthly Statistical Bulletin April 2011 Issue, Bank Negara Malaysia.) 

For risk management and investment purposes, derivatives market plays an essential 

role in offering extra financial products that meet the purpose as well as 

complementing the financial market as a whole. There are types of derivatives, 

namely over-the-counter derivatives and exchange-traded derivatives, where these 

financial products show a growing trend. 

Other than domestic financial markets, Malaysian foreign exchange market also 

plays a crucial role in fostering the development of financial system and economic 

growth through intermediation process; however, the volume of interbank 

transactions is traded in terms of foreign exchange currency instead of local currency 

as shown in Figure 1.3, where there is an increasing trend in the total volume of spot 

and swap transaction in Kuala Lumpur (KL) foreign exchange market from 1993 till 

2010.  

Figure 1.3: Total Volume of Spot and Swap Transactions in KL Foreign 
Exchange Market 
(Source: Monthly Statistical Bulletin April 2011 Issue, Bank Negara Malaysia.) 
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1.3 Trend of Credit Growth in Malaysia 

Prior to the 1997/98 Asian Financial Crisis, the share of business credit in total 

outstanding of bank loans was relatively larger than the credit extended to the 

household. However, since 2000 onwards, the household credit has been increasing 

substantially compared to business credit, where the average annual growth rate for 

the period of 2001 – 2007 was 14.8% (Endut and Toh, 2009). There are several 

reasons to explain the event of household credit expansion. Firstly, in pursuing the 

objective of maximum profits, household credit has became a diversification strategy 

for the banks when the businesses turn to capital markets in order to access to the 

credit in longer-term and larger amounts to finance their projects. Secondly, 

macroeconomic stability that induces overly optimistic expectationshas lead to 

household confidence and excessive risk taking behavior among the households. 

Thirdly, the progressive financial liberalization that opens up the competition in the 

financial sector has lead to a downward pressure on the interest rates (due to more 

credit suppliers in the banking system), wider loan coverage and larger loan amounts. 

Meanwhile, the risk management on the household credit has been strengthened and 

enabled the financial intermediaries to increase their availability of credit to the 

households. Lastly, government policies that promote home ownership, especially 

low-income households.Under this scenario, financial institutions are encouraged to 

offer housing loans based on the capacity and business strategy of the banks. For 

instance, the newly launched home ownership policy in March 2011 – a family with 

total household income less than RM3000 will be eligible for 100% house loan 

application. These are the reasons behind the increasing level of household credits. 

The following figure 1.4 shows the trend of credit approved by the banking system in 

Malaysia. The figure indicates the share of household credit exceeds the share of 

business credit, out of the total credit approved in the banking system from January 

2000 to February 2011.  
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Figure 1.4: Trend of Credit Approved by Banking System in Malaysia.
(Source: Various issues of Monthly Statistical Bulletin, Central Bank of Malaysia.) 

1.4 Problem Statement 

Macroeconomic stability has always been the objective for central bankers and 

policy makers. Though financial stability is an essential part to a stable economy, but 

there was relatively limited interest paid to financial stability for several decades 

until the early 1970s (Goodhart, 2005). The issue of financial stability has raised a 

huge interest in international circles due to market globalization and financial market 

integration, which triggers the contagious effect of risks among the global markets. 

Evidently, the occurrence of the 1997/98 Asian financial crisis in Asia regions and 

the 2007/08 global financial crisis in the United States has further indicate the 

importance of financial stability. Hence, these scenarios have shifted the focus 
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and responses to their current economic scenario. There is no exception for Malaysia, 

in which the Central Bank of Malaysia publishes Financial Stability and Payment 
Systems Report annually since 2006, in order to closely monitor the risks 

development as well as to assess the conditions of the Malaysian financial system.  

Inpredicting financial instability, one can adopt binary choice model, where 

researchers are required to date back the crisis event, and assign a value of one to 

represent the presence of a financial crisis and a value of zero to represent the 

absence of financial crisis. However, the financial sector is not an independent sector 

in an economy. In view of this, it would be insufficient to employ only binary choice 

model to assess financial stability of a country. Therefore, financial index 

computation to assess the conditions of financial sector in a country is relatively 

more appropriate to capture relevant factors that contributes to the conditions of the

financial system as a whole. Relevant financial indicators include indicators 

frombanking sector, money market, capital market, stock market, bond market, 

foreign exchange market and credit market.More importantly, the concern is that 

there is relatively less attention paid on constructing financial index in emerging 

economies, such as Malaysia, except the FCI of Malaysian developed by Osorio et al.
(2011). In the research, the FCI is developed by using generalized DFM as well as 

addressing the problem of endogeneity in the index, but the forecasting tests used to 

test the predictability of the index are merely descriptive. Hence, its reliability and 

validity is questionable.

Rapid credit expansion has been identified as a culprit behind the occurrence of the 

2007/08 global financial crisis. Literally, there is a great number of literatures that 

show the linkages between the credit and the financial stability (Goldstein, 2001; 

Borio and Lowe, 2002; Kraft and Jankov, 2005; Beck et al., 2006; Bussiere and 

Fratzscher, 2006; Crowley, 2008; Buyukkarabacak and Valev, 2010; Bernoth and 

Pick, 2011). These literatures found that there is a significant relationship between 

the credit and the financial stability. However, this increasing level of credit or also 

called credit expansion is claimed to cause financial instability. This is the case 

especially when there is a high probability of credit risks. Additionally, in recent 

years, lending to households (e.g. housing loan) has increased substantially 

(Buyukkarabacak & Valev, 2010), as compared to business credit. Evidently, the 

increasing growth of household credit is happening in Malaysia since 2000 (Refer 

Figure 1.4). More importantly, household credit is more likely to cause banking 

crises (Buyukkarabacak & Valev, 2010) compared to business credit. Thus, these 

literatures focus on aggregate level of credit and could not answer a question, such as 

which category of credit is more likely to cause financial instability and which are 

not, are the policy-makers likely to face policy dilemma between credit expansion 

and financial stability. 

As mentioned earlier, credit expansion is one of the culprits of financial instability. 

Not to mention a credit shock occurs would cause financial instability as the shock 

may be contagious among a group of financially liberalized countries. Malaysian 

economy is at least as fragile as advanced countries, such as Japan and United States. 

In most of the time, Malaysia is exposed to external risks; either adversely affected 

(e.g. 1997/98 Asian Financial Crisis) or slightly affected (e.g. 2007/08 Global 

Financial Crisis). This is due to Malaysia is a highly open economy, where the 

contagious effect of the crises is easily transmitted to the Malaysian economy
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through financial linkage. Theory supports financial liberalization leads to a fast-

growing economy. Since 1970s, Malaysia adopts a gradual and progressive 

liberalization steps, which were undertaken at a “stop-go-stop” pace that are 

consistent with the conditions and needs of Malaysian economy (Goh et al., 2006).  

The financial liberalization process covers interest rate liberalization, capital controls 

and exchange rate controls.Due to rapid global financial integration across 

economies, external financial shocks, such as credit shock and monetary policy 

shock, play a crucial role in influencing financial stability. Therefore, the exposure of 

Malaysian financial system to the external financial risks is a main concern and 

crucial to be addressed. 

1.5 Objectives of the Study 

 1.5.1 General Objectives
  

The main objective of the study is to examine the roles of credit, internal and 

external shocks on financial instability in Malaysia. 

1.5.2 Specific Objectives 

 The specific objectives of the study are: 

i. To develop Malaysian financial stability index and relate its predictive 

power on Malaysian business cycle.  

ii. To determine the detrimental or beneficial effect of credit on the 

Malaysian financial stability. 

iii. To investigate the effects ofcredit shocks and monetary policy shocks 

on the Malaysian financial stability. 

1.6 Significance of the Study 

There is relatively limited research that focuses on identifying the sources of 

financial stability, as compared to economic growth and macroeconomic stability. 

Hence, this study intends to fill the gap of the literature in the areas of credit, 

monetary policy and financial stability in three-folds. (1)the need of constructing a 

financial stability index is of particular important to predict the future state of an 

economy for monitoring purposes. Considering monetary transmission mechanism, 

monetary policy that is used to influence the economy through alteration of financial 

conditions (for example, bank lending channel, balance sheet channel and Tobin’s q
theory), whereby financial conditions influence economic behavior and ultimately 

the future state of the economy. Since a policy is transmitted soley through the 

channel of financial condition, therefore with the help of a financial stability index, 
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one can predict the future state of the economy or the macroeconomic fluctuations. 

Specifically, the construction of financial stability index can be used to explain and 

predict Malaysian business cycle, where it can be used as a leading indicator to 

signal the conditions of Malaysian financial system, (2) the constructed financial 

stability index can serve as a signal and helps to buffer financial system for a soft 

landing with timely policy actions. Furthermore, the conduct of conventional policies 

would not face dilemmas when there is a tight link between the constructed financial 

stability index and the Malaysian business cycle, and (3) the constructed financial 

stability index covers wider areas (including banking sector, money market, stock 

market, yield curve, foreign exchange market, credit market, capital market, oil 

market) to truly replicate the conditions of the Malaysian financial system from all 

aspects, as compared to the Malaysian financial conditions index developed by 

Osorio et al. (2011) and the Malaysian financial stress index developed by Tng et al.
(2012)

5
.

Secondly, the examination on the degree of synchronization between various types of 

credits and financial instability enables one to answer the questions, such as which 

type of credit is likely to cause financial instability or not and whether the policy-

makers are likely to face policy dilemma. Policy dilemma indicates that growth-

enhancing effect of credit and financial instability occurs at the same time. As a 

result, the empirical results which measure at the disaggregated level of data could 

serve as a reference to the policy-makers or central bankers, so that they can weigh 

their policy actions with cautious in order to avoid policy dilemma. This is especially 

important when it involves expansionary monetary policy or policy actions for the 

purpose of financial development. 

Thirdly, due to the increasing global financial integration across economies and the 

vulnerability of financial system to potential financial risks, the contagioneffects of 

monetary policy shocks and credit shocks play a significant role in influencing 

financial instability. A stable financial system is reflected through the resiliency of 

financial system towards shocks, regardless internal or external shocks. In short, if 

the Malaysian financial stability is irresponsive towards the financial shocks, it 

implies the resiliency of the financial system. Hence, the major contribution of this 

part of study is to provide an empirical analysis to investigate the responsiveness of 

the constructed financial stability index towards external shocks as well as internal 

shocks in term of monetary policy and credit. This is essential for the purpose of 

appropriate and timely policy responses, especially for the central bankers and 

policy-makers. 

1.7 Oraganization of the study 

This study is concerned in the area of credit, monetary policy and financial stability 

issues in Malaysia. It revolves around three main empirical analyses found in 

Chapter 3, 4 and 5. Before proceeding to the empirical analyses, this study also 

describes some of the relevant recent literature and this is carried out in Chapter 2. 

                                                            
5 The index developed by Osorio et al. (2011) covers stock market, yield curve, credit market and 

foreign exchange market; whereas the index developed by Tng et al. (2012) covers banking sector, 

equity market, foreign exchange market and domestic bond market. 
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This chapter of literature review contains a brief introduction, revises the historically 

role of financial sector in macroeconomic outcomes, reviews the past literatures that 

relate to the construction of a financial stability index and its predictability on future 

economic activity, the importance of credit on financial instability and the impacts of 

credit shock and monetary policy shock on macroeconomic variables. The 

organization of the remainder of this study is as follows: 

Chapter 3 measures the first objective of this study – to develop a Malaysian 

financial stability index and relate its predictive power on the Malaysian business 

cycle. This chapter begins with a brief introduction that consists of a background of 

this issue, the motivation and significance of this part of study. It discusses the 

various approaches for constructing an index, describes the dynamic factor model 

that is adopted to construct a financial stability index in this study, explains both 

descriptive and empirical forecasting methods used (i.e. pseudo out-of-sample 

forecasting and test of forecast rationality respectively) and presents the description 

of the data. This chapter continues with the section of empirical results, where three 

indexes are shown in the form of line graph and its predictive power on the 

Malaysian business cycle is reported. Lastly, this chapter summarizes the results of 

the three constructed indexes and concludes. 

Chapter 4 measures the second objective of this study – to determine the detrimental 

or beneficial effect of credit on the Malaysian financial stability. This chapter starts 

with a brief introduction about the background of this issue, the motivation and 

significance of this part of study. This chapter discusses a brief concept of dating 

cycles that involves classical cycle and growth cycle. The methodology part in this 

study explains how a classical cycle is determined, describes the construction of the 

concordance index and the synchronization between two cycles and presents the data 

description for each variable employed in this study. This chapter continues with the 

empirical results of the concordance index, the degree of synchronization between 

two cycles using OLS and GMM estimation. Finally, this chapter summarizes the 

results and concludes. 

Chapter 5 measures the third objective of this study to investigate the responsiveness 

of the Malaysian financial stability towards credit shocks and monetary policy 

shocks. Similarly, this chapter begins with a brief introduction of the background of 

this issue, the motivation and significance of this part of study. The methodology part 

in this study describes the structural VAR model, discusses the identification 

restrictions in the baseline model, explains the identification restrictions in the 

alternative models for the purpose of robustness checking and presents the data 

description for each variables used in this study. This chapter continues with the 

empirical results of the baseline model as well as the alternative models. The results 

are further discussed with the analysis of impulse response function. Lastly, this 

chapter summarizes the results and concludes. 

Chapter 6 is the final chapter in this study. It summarizes the overall results of the 

three main empirical analyses, discusses the major findings of the three analyses, and 

provides policy implications for each analysis and recommendations for future 

research.
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