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Abstract

For nearly 6 million young Malaysian in the labour force, Covid-19 will be especially damaging.
They face the highest risk of unemployment. Their job opportunities will be severely curtailed
by the contraction of the job market and with their comparatively lower incomes, many will
struggle to feed their families. This study explores the conceptual framework on the impact
of income shock on consumption spending among young household with debts. In this
setting, the framework outlined the possible critical factors for suitable policy-formulation
during Covid-19 for the government in sustaining the country’s economic stability.
Keywords: Income Shock, Consumption Spending, Young Household, Credit Usage, Covid-19.

Introduction

During Covid-19, the Malaysian Institute of Economic Research, in a press statement
on 24 March 2020, predicts that the real GDP growth of Malaysia in 2020 will drop from 4.0%
to -2.9%, with up to 2.4 million job losses, of which 67% will be from the unskilled workers
category. The Department of Statistic Malaysia (DOSM) survey conducted between March 23
to 31 March, during the second week of MCO phase one, from the 170,000 workers polled,
showed half of those self-employed reported to be out of work while up to a third said their
income dropped by some 90 per cent. The statistics shows alarming concerns that the
vulnerable household are exposed to income shocks. Moreover, the DOSM 2020 survey
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showed half of them have savings only enough to last them for two weeks, while only 28 per
cent said they had enough to last them for two months. Hence, this situation raised the
concerns among the policy makers.

Following the concerns, Bank Negara Malaysia highlights that the sustainability of GDP
growth in 2020 should be supported by stimulus measures, policy rate cuts, the continued
progress of public projects and higher public sector expenditure. The Malaysian Government
announced an Economic Stimulus Package totaling to RM250 billion to “cushion” the resulting
impact from the COVID-19 pandemic outbreak, as well as “reinvigorate” the growth of the
Malaysian economy through one of three different strategies: by boosting the household
spending. Household would receive RM500 to RM1600 for two consecutive months, vary
according to the groups: the bottom 40 (B40) and middle 40 (M40) groups. Nevertheless, the
income received through this “pakej prihatin” seems insufficient for couple of months after
Covid-19 crisis since the money is barely enough for the current state expenditure.

On the other hand, household with high level credit can be imprudent and vulnerable.
As recorded in Cecchetti, Mohanty and Zampolli’'s work (2011), “Debt is a two-edged sword.
Used wisely and in moderation, it clearly improves welfare. But, when it is used imprudently
and in excess, the result can be disaster. For individual households and firms, over borrowing
leads to bankruptcy and financial ruin.”

The evolution of household indebtedness and its roots have been on the agenda of
the economic discussion in the aftermath of the global financial crisis and now Covid-19 crisis.
In some developing countries, households had increased their debt remarkably in the pre-
crisis period which fueled the risk of over-indebtedness of households. Particularly, countries
such as Thailand and Malaysia have recorded the highest household debt among the Asian
countries. This raised the question as how the vulnerable household will react to income
shocks such as job loss and the effect on consumption-related to high indebtedness level.

Motivated by the scenario discussed above, this paper explores the conceptual
framework of income shocks on consumption related to young household indebtedness. The
novelty of this study is to extend the household income-consumption nexus based on famous
Ando and Modigliani’s (1963) life cycle model and Friedman’s (1957) permanent income
hypothesis augmented with level of indebtedness in focusing on socio-demographic.
According to life cycle model (LCM) and permanent income hypothesis (PIH), young people
tend to have higher household debt due to higher desire for consumption. Nonetheless,
mostly affected by the income shock are self-employed and young people who barely just
getting their job before the pandemic. For Malaysia’s nearly 6 million young people in the
labour force, Covid-19 will be especially damaging (Welsh and Cheng, 2020). They face the
highest risk of unemployment and their job opportunities will be severely curtailed by the
contraction of the job market, and with their comparatively lower incomes, many will struggle
to feed their families. Hence, the study intends to review the conceptual framework related
to consumption spending among Malaysian household with high-level indebtedness
particularly among the young household indebtedness.

The objective of this study is to explore the conceptual framework of income shocks
on consumption related to young household indebtedness. The paper proceeds in the
following ways: Section 2 briefly reviews previous studies on the related theories; Section 3
describes the conceptual framework and hypothesis; and Section 4 concludes the study.
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Literature Review
Theoretical Framework

The theoretical underlay which can explain the behavior of household consumption
and related to debt reflected in the life cycle and permanent income hypotheses (Ando and
Modigliani, 1963; Friedman, 1957; Modigliani and Brumberg, 1954). According to them,
individuals save at an early age, accumulate wealth in the middle age, and dis-save at
retirement days. They contended their belief which asserted that the levelling of household
consumption maximized their function over time through the usage of both initial income and
expected future income. As such, the household would borrow to smoothen their
consumption over a lifetime. The hypothesis emphasized that lower than expected financial
earnings motivated household borrowing. Nevertheless, in cases of an unexpected increase
in income or during their most productive working days, the household would attempt to
save. Furthermore, the household would use debt to finance present consumption and then
repay the loans with the expected increase in future income. Hence, assuming that their
income will increase during working years and decline at retirement, households tend to
borrow when they are young, save during middle age, and spend down during retirement. So,
the consumption will be a function of wealth, expected lifetime earnings and the number of
years until retirement.

C=W+RY)/T
where C = Consumption
W = Wealth
R = Years until retirement or yearsof work

Y =Income
T =Remaining yearsof life

Income and Consumption Spending

Income shock is an unpredictable or unexpected event that can affect the activities of
consumer’s spending and economy. They are affected mainly because of job loss,
unemployment and salary cutting. According to Stevens (1997) and Been et al. (2020), an
individual could face the effect of income shock because of job loss multiple times in their life
cycle. They will suffer even more in the future because the liability of household debts
increases especially if they fail to pay the debts according to the time frame. Especially during
the Covid-19 pandemic, the probability for income shock to worsen is higher due to loss of
jobs. This leads to the increment of the household debt and reducing the consumption
sending. Aresearch by Been et al. (2020) stated that 34% reduction on consumption spending
due to job loss shock is equal to income shock. Moreover, three over five individuals under
40 years old in Malaysia lose their job because of the Covid-19 pandemic (“COVID-19: 3
daripada 5 hilang pekerjaan berusia bawah 40,” 2020). Based on MUTC (Kongres Kesatuan
Sekerja Malaysia) statement, those who lose their job during this pandemic do not have
enough saving even for a month. Therefore, their consumption sending worsens. Referring to
Loke’s (2016), more than 50% Malaysian citizens do not properly plan their financial
emergency and failed to meet the minimum guideline of having emergency funds equivalent
to at least three months of living expenses if they lose their main source of income. These
shocks have sizeable impacts of household income. In Malaysia, there are institutions such as
PERKESO, which are actively monitoring the cases in job loss and layoffs all over the country
during this pandemic (“Perkeso pantau kehilangan pekerjaan semasa krisis Covid-19,” 2020).
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Therefore, income shock and consumer spending during this pandemic Covid-19 are widely
affected.

Income shock also occur for unemployed individuals. During this Covid-19 pandemic, many of
Malaysian citizen are left unemployed. According to DOSM 2020, Malaysian’s unemployment
rate increased from 3.3% in February to 3.9 % in the following month 2020. The
unemployment rate is increasing since Covid-19 pandemic began. Therefore, the household
debt is also increasing. Besides that, there are research findings on unemployment and
household debt which stated that both items are positively related (Meng et al., 2013; Jauch
and Watzka, 2013; Hoang and Meng, 2015; Catherine et al., 2016; Ma’in et al., 2016). Based
on Ganong and Noel (2017), there is a huge impact of decreasing in income when the
individual is not being employed and this leads to decreasing of spending. However, during
this Covid-19 pandemic, the consumer spending is increasing dramatically in an attempt to
fulfil the needs of the households which consist of adult and children (Baker et al., 2020).
Moreover, the need of income is important to maintain the needs to stockpile the goods at
home since everyone need to stay home at all time during this pandemic. Individuals who are
unemployed basically will have low liquidity. They basically have multiple strategies to smooth
consumption including delays in recurring payments such as mortgages and credit card
balances (Gelman et al., 2015). Therefore, unemployment will lead to income shock during
this Covid—19 pandemic.

Another financial unpreparedness that leads to income shock is salary cutting. During the
Covid-19 Movement Control Order (MCO) lockdown in Malaysia, a huge number of
employees had their salary cut due to non-operating businesses and were struggling to pay
rent and utility bills (“COVID-19: 3 daripada 5 hilang pekerjaan berusia bawah 40,” 2020).
Reported by the Straits Times on April 2020, one of the largest economy markets in the
Malaysia, Genting Malaysia, had also proposed to cut their employees’ salary up to 20% with
very terms. They were also planning to reduce the workforce up to 15% since the lockdown
(Ngui and Chew, 2020). According to The Economic Times (“Malaysia's AirAsia founders not
taking salary; staff accepts up to 75% pay cut,” 2020), the staff and management agreed that
their salary will receive cuts between 15% to 75% based on level of seniority during this Covid-
19 pandemic. This will give a big impact on the income, spending and household debt. They
will struggle more because a lot of expenses, such as loans, need to be settled.

Household Credit and Spending

Studies on household debts in Malaysia emerge only recently when economists,
academicians and policy makers begin to query and analyze their implications about the
persistent increase in debts among Malaysian households (Rahman, Kosim and Yeok, 2016).
In addition, it will have a negative impact and create financial instability when household debt
levels are high (Azmin et al., 2019). Daljit (2019) from The Star newspaper reported that
Malaysia's household debt exceeded 82.2 per cent of GDP as at the end of June 2019
compared to its peak of 86.9 per cent in 2015. This is one of Asia's largest and has surpassed
that of other high-income nations like the United States (75.0%) and Japan (58.2%). A total
of 300,908 Malaysians was declared bankrupt until August 2019, where 80,625 cases were
included between 2015 and August 2019. Those aged 35 to 45 make up the majority of 28,296
cases or 35% during this period, followed by those aged 25 to 34 with 20,461 cases or 25.3%.
The young are affected by the latest patterns that see them spending more than they gain,
said Minister in the Prime Minister’s Department, Keong (“Over 300,000 Malaysians declared
bankrupt,” 2019). This statement backed by Baker et al. (2020) finding more spending in later
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periods by the young. Many of Malaysia's bankruptcy cases is largely due to the failure to
manage debt as a result of hire purchase transaction, mortgage, personal loans, being a
guarantor, and credit card debt trap (Adzis et al., 2017).

This study therefore seeks to examine the effects of Malaysia's household credit or
debt and consumption spending during the COVID-19 pandemic in year 2020. Consumption
should be predicted to have a positive and significant effect on household debt that has
similar results with Beaton’s (2009); Mutezo’s (2014); Azmin et al.’s (2019). Beaton’s study
(2009) explores the relationship between aggregate consumer spending and credit availability
in the U.S. The author noted that consumer spending is growing in response to an increase in
the availability of credit. In addition, she provided a formal assessment of the possibility that
when it undergoes major changes, credit availability will be particularly important for
consumer spending. She estimated a consumption model in this regard, in which only large
credit expansions and contractions influence spending. She concluded that significant
adjustments in the availability of credit are especially important for the decisions on
consumer spending. Such cycles appear to be correlated with times of high economic
instability as can be predicted. These findings indicated that when modelling and predicting
consumer spending, account should be taken of the availability of credit.

Consumption, on the other hand, may be a negative and significant relation to
household debt. This was approved by Bunn (2014); Bunn and Rostom (2015); Ahmad Khan
et al. (2016); Price et al., (2019). These researches show that indebted households during
adverse macroeconomic shocks, such as the global financial crisis, reduce their spending by
more than other households, but the negative impact of debt is also widespread during other
periods.

Finally, it is also possible to connect insignificant relationships between consumption
and household debt. Yet only two researches conducted by Andersen et al. (2016); Ganong
and Noel (2017) agreed with the outcome of the prediction. From these findings, they have
found that decreases in credit have no impact on borrowers' default or consumption.

Young Malaysian Household and Spending

Malaysian population comprises about 34% of young adults, aged from 15 to 34 years
old as revealed by Official Portal Economic Planning Unit (2010) and therefore, indicates the
significant value of this cohort to businesses (Eze and Lee, 2012). Chan (2006) suggested that
the business marketer should target the youth market as they possess huge purchasing power
not only from themselves but those of their parents too. Grgnhgj (2007) found that the
purchasing decisions made by youngsters are often influenced by their social networks such
as family members and friends. Social pressure is found to be the key determinant of
consumption choices in this generation in which most of the decisions on spending were
made impulsively (Penman and Mcneill, 2008). It normally developed by their needs to boost
self-esteem, image consciousness and to be socially accepted by peers (Twenge and
Campbell, 2008).

In consequence of social pressures and materialism, it is widely documented that
compulsive spending and excessive debt is widespread among young generation nowadays
(Penman and Mcneill, 2008; Pirog and Roberts, 2007; Yingjiao, 2008). Young people are easily
tempted by the modern lifestyle, shopping and special packages given by credit card
companies (Bianco and Bosco, 2002). Credit card firms often leverage on these lifestyle
drivers to build long-term brand loyalty. Their need for temporary self-gratification without
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taking into account the impacts of over-indebtedness may cause the rise in interest charges,
default and finally insolvency (Nga et al., 2011).

The recent global crisis of Covid-19 has changed people’s consumption spending
pattern due to mobility restriction that has minimized the urge to spend as well as its hazard
effects on income and economic. Coibion et al. (2020) remarked a tremendous drop in
employment and consumer spending as well as a dreary outlook for the incoming few years.
Chen et al. (2020) observed that the spending trend posits a strong negative sensitivity to the
severity of the public health crisis as they claimed when the public health situation worsened,
consumption plunged as well. The Covid-19 outbreak poses greater challenges to Malaysia’s
young household compared to overall population. They are at risk of being jobless and the
declining job opportunities as most of the sectors have stopped their operation due to
Movement Control Order imposed by the Malaysian Government.

Employment Insurance System (EIS) stated in a report titled "Employment Outlook,
the 1st Quarter of 2020, Volume 4/2020, the Impact of Covid-19 on Loss of Employment
(LOE)" that 61 per cent of job losses are among employees aged 40 and below, with 31 to 40-
year-olds accounting for 32 per cent and workers under 30 making up the remainder at 29
per cent (“Socso: Job losses in Malaysia increased by 42pc in Q1 due to Covid-19,” 2020).
Meanwhile, Welsh and Cheng (2020) revealed that apart from being susceptible to job losses
and reduced opportunities, single young and households are also unlikely able to bear income
drops due to their shortage of financial cushions and excessive level of debts. In addition, their
report included that younger households have the lowest median incomes of any age group,
excluding those who are retired. The situation is getting tense as these households normally
have young families to be taken care of, which leads to additional monthly expenditures.

A 2018 Bank Negara Malaysia (BNM) paper reports that young people who make up a
huge proportion of lower-income households are more likely have inadequate funds at hand
to meet their debt obligations. In fact, the authors’ calculations indicate that with a small
reduction of 10% in household income would raise the insolvency risks among the households
by more than 5%. Hence, the situation for younger households tends to worsen than any
previous assumptions, with the number of households reporting a total loss of income
increasing during the Movement Control Order.

Conceptual Framework

( N\

Income X Young

Household
\ J Consumption
( 3 spending
Young household x
debt

Hypothesis

On the other hand, the sudden shock of losing job may also influence households’
decision on debt. Household debt is increased by low rate of unemployment signaled by the
good labour market, subsequently indicating strong ability to pay off debt obligations as long
as there is stability in household income generation. Hence, unemployment is one of the
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pivotal factors in determining the changes in household debt. Mian, Sufi and Verner (2017)
found a high correlation between unemployment and household leverage in the US.
Unemployment increases as households deleverage their debt. They further showed that
non-tradable employment experienced a larger decline in counties with larger housing net
worth declines using geographical variation across US counties. In addition, the young
household is very much affected to the Covid-19 pandemic in the current situation. Therefore,
the present model includes unemployment as an important variable. Here, unemployment
and income are conditional term during pre- and post-Covid-19.

CON = f (ISY)
where, CON is household consumption is a function of ISD refer to the interaction term
between income shock and young household.
Additionally, life cycle posits that the young households also play important roles in
household borrowing, assuming that the income will be negative at the beginning of working
life, so households tend to borrow when they are young, save during middle age, and spend
down during retirement. The empirical evidence can be found in study Krishnan et al. (2015)
shows that young individual or household is more exposed to financial accessibility
particularly in borrowing and lending activities. Hence, it is argued that individual or
household indebted during working age with expected future positive income, spends for
wealth during middle age, and use up their savings during retirement days.

CON = f(ISY,YD)
where, CON is household consumption is a function of ISD refer to the interaction term
between income shock and young household and YD is referring to young household with
indebtedness.

H1 = Income shock increases the influence of young household on consumption

H2 = Young people increases the influence of household indebtedness on consumption

Conclusion

As a conclusion, the Covid-19 crisis had its spill over impact in all over the world that
may increase the downside risk of income shock on the consumption spending particularly
among the young household indebtedness. In lieu of this, this study is motivated to explore
the conceptual framework of income shocks on consumption related to young household
indebtedness. The novelty of this study is to extend the household income-consumption
nexus based on famous Ando and Modigliani’s (1963) life cycle model and Friedman’s (1957)
permanent income hypothesis augmented with level of indebtedness in focusing on socio-
demographic. The selected variables are discussed, and it is expected that income shock in
Malaysia such as job loss and unemployment is high and can be factors to change the
household spending in Malaysia. In addition, the level of credit can play an important role,
given the household is affected with the income shock. However, the Bank Negara Malaysia
Moratorium is expected to reduce the burden and stabilize the household spending.
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