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Abstract

Amid the steep expansion in Malaysia household debt, we investigate the role of bank capital in
disciplining non-performing loans (NPLs) after controlling for the macroeconomic environment. Utilizing
generalized method of moments (GMM) on a dynamic panel-data of 19 commercial banks and stress
testing of NPLs using vector autoregression (VAR) on aggregated-monthly time series of the banking
system, we provide new evidence that the capital (in the past and in the future) is a concave function of
NPLs implying that increasing the capital will initially increase the NPLs until NPLs reach a maximum
threshold (under the moral hazard effect), after which more capital build ups will succeed in decreasing
NPLs (under the disciplinary or regulatory effect). We also find that higher levels in GDP growth and
lending interest rate and are associated with more NPLs, while higher inflation is associated with less
NPLs. Monetary expansion, that is, higher money supply growth raises NPLs in banks, while competition
between banks and higher liquidity of the stock market are NPLs reducing.



