
products such as mortgages, 
fixed deposits, current & savings 
accounts." 

He points out even in 
Singapore, loans have already 
transitioned to EIR-based calcu­
lations for hire purchase loans, 
reflecting a more mature and 
transparent financial system. 

Shift in profit structure 

While it is quite clear that 
abolishing Rule of 78 and using a 
flat interest rate will more often 
than not, benefit consumers, the 
question now is will banks have 
to bear the brunt? 

Not necessarily, the experts 
say, but there may be some 
changes that lenders will have to 
embrace. 

The ex-senior banker says 
abolishing Rule of 78 will first 
and foremost, significantly 
change how banks manage their 
interest revenue. 

"Under Rule of 78, banks front­
load interest income, securing a 
larger share at the beginning of 
the loan term, benefiting their 
bottom line enormously. 

"Removing this system might 
lead to higher early loan repay­
ments and increased portfolio 

turnover, as borrowers will no 
longer be penalised with hefty 
interest payments upfront." 

He says this will likely dimin­
ish immediate interest income 
and banks may experience a 
shift in profit structure, poten­
tially lowering overall profits. 

However, this will also encour­
age more responsible borrowing 
and early settlement behaviour, 
he adds. 

"It might even lead to fewer 
cases of non-performing loans." 

Hong Leong Investment Bank 
analyst Raymond Ng Ing Yeow 
says the impact on banks' bot­
tom line is expected to be insig­
nificant. 

"This is because the rule's 
abolishment will be implement­
ed prospectively, applying only 
to new loans, and not retrospec­
tively to existing ones. 

"The new structure will incen­
tivise banks to deploy capital 
elsewhere when existing loans 
are settled early. 

"Furthermore, we believe the 
introduction of new financing 
products is likely to be on the 
cards, which involve setting 
higher interest rates for loans 
with flexible tenures, whilst 
offering lower rates to customers 

who commit to avoiding early 
settlement," Ng says. 

The senior banker concurs 
with Ng, adding that banks need 
to adjust their product pricing 
and risk management strategies 
to cope with any decreased 
upfront interest income. 

"The transition period might 
see some product price adjust­
ments to preserve profitability, 
whereby the industry will need 
to figure out the best course of 
action moving forward," he says. 

He warns that the regulators 
need to be mindful and prevent 
any "new fees" to make up for 
the loss of upfront interest 
income. 

All said, Ng agrees this is a 
structural improvement in 
Malaysia's retail credit frame­
work and supports more effi­
cient household deleveraging 
while reducing cost asymmetry 
for early settlement, particularly 
among lower-income borrowers. 

"From a macro perspective, 
the move complements broader 
financial sector reforms aimed 
at improving consumer protec­
tion and fostering inclusive cred­
it growth, without materially dis­
rupting bank earnings. Over 
time, it may contribute to health-
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ier credit behaviour and 
improved trust in formal lending 
channels," Ng adds. 

RAM's Wong also says the 
abolishment of the Rule of 78 
and flat-rate method for comput­
ing hire purchase and personal 
loan interest is expected to have 
minimal impact on banks' profit­
ability. "The policy will only 
apply to new facilities once 
implemented and will not affect 
existing loans." 

Hire purchase loans 
- 10% of total system

Wong notes hire purchase
financing currently constitutes 
around 10% of total system 
loans, while personal financing 
accounts for 5%, a significant 
share of which is already on 
variable rates. 

"Moreover, banks have been 
recognising interest income 
based on the EIR method since 
the adoption of the Malaysian 
Financial Reporting Standards 
(MFRS) 9 in early 2018. 

"Hence, when comparing the 
Rule of 78 and flat-rate methods 
(which front loads interest 
charged) with the proposed 
reducing balance approach, any 
potential adverse impact on 
bank earnings would only arise 
in cases of early loan settlement 
by borrowers," she adds. 

PwC's Tee also points out that 
banks have been reporting 
under the MFRS International 
Financial Reporting Standards 
(IFRS) equivalent, and the recog­
nition basis of the interest 
income has been adjusted to be 
aligned with the EIR basis. 

"Encouragingly, there will be 
minimal impact on the profita­
bility of banks with the abolish­
ment of Rule of 78," he says, 
adding that there may be some 
loss of income for banks arising 
from customers who opt for 
early settlement. 

Typically, the early settlement 
calculation under Rule of 78 will 
result in a higher settlement 
amount as compared to the 
reducing balance approach, he 
adds. 

JkStargraphics 

KPMG's Foo also notes that 
with the abolishment of Rule of 
78, banks will no longer enjoy 
the advantage of collecting a 
larger portion of interest 
upfront from hire purchase and 
personal financing borrowers. 

"However, since these loans 
represent a smaller share of 
banks' overall profit, the impact 
on profitability should be 
minor. 

"Instead, the change could 
promote more transparent lend­
ing practices, strengthen cus­
tomer trust, and enhance banks' 
long-term resilience," Foo says. 

Like Wong, he notes that it 
aligns Malaysia's lending frame­
work with international best 
practices by ensuring that inter­
est is calculated based on the 
actual outstanding loan balance. 

In terms of other changes that 
financial institutions may have 
to embrace is to upgrade or 
modify their accounting systems 
to accommodate the abolish­
ment of Rule of 78, especially for 
hire-purchase and personal 
financing products. 

"Banking systems will need to 
be reconfigured to support the 
remaining balance method, 
which is more complex and 
requires real-time recalcula­
tions. Legacy infrastructure 
built around Rule of 78 may not 
be compatible with the new 
approach without significant 
updates," Foo adds. 

Currently, the lenders with the 
most exposure to hire-purchase 
loans are Affin Bank Bhd, Public 
Bank Bhd, Hong Leong Bank Bhd 
and Malayan Banking Bhd. 

It will be interesting to see how 
these financial institutions plan 
their strategies around this latest 
development within the banking 
sector. 

Will they come out with new, 
more "expensive" financial 
products or will this set the prec­
edent for better value products? 

One thing's almost certain -
customers will enjoy more trans­
parency when it comes to loan 
payments, and those who adopt 
strict fiscal discipline will reap 
the rewards. 
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