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Economic Research

In a nutshell

. The global economy continues to be weighed by decelerating growth in emerging economies, particularly China,
which to some extent is exerting downward pressure on commaodity prices and denting the prospects of commodity-
dependent economies. As a result, global manufacturing is moderating on the back of unsynchronised growth
momentum; an improvement in the United States (US) economy, a moderate recovery in the euro region and
declining growth in China. Asian economies are also adversely affected by weaker global trade and softer domestic
demand.

= Meanwhile, the sustained strength of the US dollar (USD) across the board triggered by monetary policy
divergence between the US and the rest of the world has to some extent pulled commodity prices down to a level
not seen since the Global Financial Crisis (GFC) in 2008-2009. Notably, oil prices have continued to slump
following the Organisation of Petroleum Exporting Countries’ (OPEC) recent decision not to curb its production in
the near term. Other commodity prices also tanked, with iron ore, copper, coal and crude palm oil prices falling
almost to GFC levels, if not lower. Going forward, the prospects of commodity prices hinge largely on several
factors, namely: (1) future supply conditions; (2) global demand, particularly from China; and (3) the strength of
the USD. The negative correlation between the USD and commodity prices suggests that the latter will remain
under pressure as long as the greenback is on the uptrend. For crude oil in particular, the pace of production by
OPEC and non-OPEC members will determine the direction of their prices. However, commodity prices will be
somewhat supported if the greenback starts to moderate in 2016.

= China’s economy is anticipated to soften further to 6.5%-7.0% in the near term as exports are not likely to recover
sharply in 2016 and investments continue to be dragged down by weaker sentiment. Weaker manufacturing
conditions are reflected in China’s official Purchasing Managers’ Index (PMI) which fell to the lowest level in more
than three years in November. More critically, a deflationary environment persists despite six rounds of interest
rate cuts by the People’s Bank of China (PBoC) since November 2014. While the conditions remain fragile at this
juncture, going forward, we are of the view that China’s economy will not experience a hard landing. From a policy
perspective, China’s PBoC still has some room to maneuver considering that its reserve requirement ratio remains
relatively high, and therefore more reductions are possible. In addition, we also expect the government to
cautiously unleash more fiscal stimulus in order to avert an abrupt deceleration in its headline growth.

= The global economic locomotive remains the US. Labour market conditions continue to strengthen, bringing its
jobless rate close to the level of full employment. Wage gains are also steadily improving despite the relatively low
labour participation rate of 63%. This led to the first rate hike by the US Federal Reserve (Fed) on December 17,
its first tightening cycle since June 2004. As expected, the hike in the federal funds rate (FFR) caused a knee-jerk
reaction in the financial market and the greenback strengthened across the board. However, going forward, we
anticipate the path of the USD to repeat the trend observed during the rate hike period in 2004-2006 which saw
the greenback slowly weakening after the first rate hike as bullish expectations were already priced-in prior to the
hike.

= The euro zone economy has finally stabilised, although it has not picked up significantly in the past few quarters.
Germany remains the growth engine of the region, propelled by a strong export sector, low unemployment, strong
housing and manufacturing sectors and a balanced budget. In addition, the euro currency’s immense depreciation
against the greenback since mid-2014 has revived its trade performance. Declining oil prices which led to lower
value of imports also helped to boost the region’s trade surplus which totaled EUR176.9 billion in the first nine
months of 2015, up by 50% from the corresponding period in 2014. Going forward, while we think the euro zone
is likely to experience an unglamorous pace of recovery, its downside risks have slowly diminished.
Notwithstanding, the wildcard remains the moderation of emerging economies, particularly China. In addition,
domestically, the relatively high unemployment rate in the region means the deflationary threat continues to linger.

- The Malaysian economy continues to decelerate and real gross domestic product (GDP) growth will likely settle
around 4.7% in 2015, in line with our forecast. The primary cause is the weak external sector, although exports
have recovered in ringgit terms since June 2015. In USD terms, exports continued to register negative growth in
the 13 months to October 2015. Going forward, we anticipate that slumping oil prices will exert additional pressure
as petroleum-related exports will likely experience further negative growth. Support, however, comes from the
electronics and electrical (E&E) and palm oil segments which have benefitted from improved demand and the
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lower ringgit. On the domestic front, consumer spending will likely continue to bear the brunt of higher prices
resulting from cost push factors in 2016. We foresee private consumption growth to weaken to 4.2% in 2016.

= Going into 2016, we envisage that real GDP growth will remain below its potential, as the impact of the slowdown
in domestic demand is reflected in the headline number. Notwithstanding this, we are less pessimistic about the
prospects in 2H2016 as we foresee the impact of the current rout in commaodities will slowly diminish by mid-2016.
For crude oil, in particular, the possibility of a slight recovery in prices cannot be ruled out despite the current bleak
outlook painted in the market. This is especially true if the growth in demand remains positive and the prospects
of stability emerge in China. In addition, supply growth will likely taper off if oil prices remain at the current level.
Such a scenario will support Malaysia’s external sector going forward. All in all, we foresee real GDP growth to
average circa 4.4% in 2016.

= The Consumer Price Index (CPI) inflation remained benign in 2015, growing at an estimated 2.1% year-on-year
(y-0-y), thanks to low crude oil prices. The food and non-alcoholic beverages component contributed the bulk of
the increase in headline inflation, accounting for 1.1 percentage points in the first 10 months of 2015 while transport
costs subtracted 0.6 percentage points from headline CPIl. Weakening domestic demand also contributed to the
benign CPI numbers throughout October 2015. Going forward, we expect cost push factors to exert upward
pressure on headline inflation in 2016. Recent increases in public transportation costs, toll rates, abolishment of
rebates for electricity charges and continuing subsidy rationalisation suggest that headline CPI numbers will likely
edge up in 2016. We foresee these developments to push up headline inflation to circa 3.2% in 2016.

= That said, we expect the monetary policy to remain stable in 2016. The expected weakness in headline GDP
growth is not likely to induce Bank Negara Malaysia (BNM) to loosen its monetary stance, unless the economy
weakens dramatically. While there is currently limited fiscal space, BNM will not likely risk implementing any
measures that may cause further macroeconomic imbalances (i.e. high household debt). As such, we expect the
Overnight Policy Rate (OPR) to remain at the current level of 3.25% in 2016.

= Similarly, Malaysia’s fiscal policy space is limited by its budget deficits which have yet to decline to below 3% of
GDP. While we anticipate the government to be able to achieve its deficit target in 2015, declining oil prices and
decelerating nominal GDP growth have made it more challenging for the government to reach its target in 2016.
As the federal government budget was done based on the crude oil price assumption of USD48 per barrel, the
recent decline in oil prices to below USD40 has led to speculation that the government may revise the Budget as
it did in January 2015. On this, we are of the view that a sustained crude oil price level below USD35 per barrel
will induce the government to consider such a revision. After all, the previous Budget was only revised after crude
oil prices fell by about 50% from the level assumed in the Budget.

= The ringgit bore the brunt of the commodity rout and political noise in 2015 and downward pressure will likely
remain at least in 1H2016. This view is premised on the anticipated continuing slide in crude oil prices in 1H2016
as supply outstrips demand. The ringgit’s positive relationship with crude oil prices remains tight with an r-squared
of 76% between December 2012 and November 2015. Weak crude oil prices hit Malaysia’s export sector and
dented the outlook on the economy. It also raises concerns on the impact on government revenue, budget deficits
and consequently the sovereign rating. Other factors that may cap the upside of ringgit in the near term include:
(2) limited prospects of an OPR hike amid weak economic conditions; (2) prospects of outflows of portfolio capital
in view of further rate hikes in the US; and (3) possible further devaluation of the Chinese renminbi (RMB).

. Notwithstanding this, while regionally the ringgit's performance looks dismal, its depreciation against the greenback
has been generally less than currencies of other commodity-based economies. Since July 2011, the ringgit
weakened by 30.3% against the USD, less than currencies like the Brazilian real, Indonesian rupiah and Australian
dollar which depreciated by 59.9%, 38.6% and 34.3% respectively during that period. Looking at it from this
perspective, the weakness of the ringgit should not be considered as an isolated case. The sentiment on the ringgit
will likely improve if the crude oil price starts to stabilise, possibly by mid-2016. In addition, if the 2004-2006 US
rate hike scenario unfolds where investors have more or less priced-in prior to the rate hike, the greenback may
weaken across the board, benefiting the ringgit.
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Global economy: Murky but no hard landing

. The global economy continued to be weighed by decelerating growth in emerging economies, particularly China,
which is exerting downward pressure on commodity prices and denting the prospects of commodity-dependent
economies such as Australia, Brazil, Russia and Malaysia. The global Composite PMI — an important gauge for
the worldwide manufacturing and services sectors — is moderating on the back of unsynchronized global growth
momentum, with an improvement in the US economy, a moderate recovery in the euro region and declining
growth in China. Meanwhile, the sustained strength of the USD across the board triggered by monetary policy
divergence between the US and the rest of the world has to some extent pulled commodity prices down to a level
not seen since the GFC in 2008-2009.

= The pronounced weakness of the emerging economies is reflected in their equity market performance vis-a-vis
the advanced economies. While the Global MSCI Ex-emerging market (EM) was up by 125.7% since February
2009, the EM MSCI climbed at slower pace of 63.1%. Many commodity-based economies bore the brunt of low
commodity prices in 2015 with their currencies weakening between 8% and 30% in the year to date. Meanwhile,
crude oil prices have continued to slump following OPEC’s recent decision not to curb production in the near term
and are currently trading near the 2009 low of USD35-40 per barrel during the GFC. Technically, the WTI oil price
is currently trading lower than the two standard deviations below its long-term regression line. Other commodity
prices also tanked: iron ore prices slipped below USD40 per tonne, copper prices to a more than six-year low of
USD202 per pound in late November and crude palm oil prices fell to as low as USD427 per tonne in August, its
lowest level since the GFC.

= Going forward, the prospects of commodity prices hinge largely on several factors, namely: (1) future supply
conditions; (2) global demand, particularly from China; and (3) the strength of the USD. The negative correlation
between the USD and commodity prices suggests that the latter will remain under pressure as long as the
greenback is on the uptrend. On this issue, contrary to the mainstream view, we foresee the strength of the USD
will start tapering off after further rate hikes by the US Fed. This view is based on the experience in 2004 whereby
the USD index against six major currencies actually weakened by 10%, seven months after the first rate hike. A
weaker greenback will provide some support to commodity prices. Notwithstanding, the first two factors will
continue to weigh on commodity prices going forward.

= For crude oil in particular, the pace of production by OPEC and non-OPEC members will determine the future
direction of their prices. The revised projection that shows a smaller production by non-OPEC members by
380,000 barrels per day in 2016 — higher than its initial estimate of a 130,000 barrels per day — suggests that
there is a possibility that oil prices will recover slightly in 2016, especially if demand continues to grow positively
as in the past few years. Much of the reduction in the supply is expected to come from the US. Against this
backdrop, while we do foresee crude oil prices slipping further in the near term following OPEC’s recent decision
not to curb its production, we do not rule out oil prices touching the range USD40-50 per barrel in 2H2016.

Chart 1: Global PMI continues to moderate, a reflection of an Chart 2: While the Euro PMI has generally risen, the US and
unsynchronized global growth. China’s manufacturing momentum are fading.
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Chart 3: Slowing global growth has taken a toll on commodity
prices which are now close to the level during the GFC.
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Chart 4: Global equity performance diverged as investors shied
away from EM in favour of advanced markets.

260.0

B0.O 240.0
60.0

e 1200
-70.0

400 100.0 Rebased Feb-2009= 100
ann -60.0 80.0
T a o o - o o oo @ 9 = T T T T T T A S ST ST
RIS O O T - = = s s o T s T T 28853833 d8daaaa0das335984
§E 3 5§53 5§35 5§53 53§53 53§35 3§ 3 4 s © 4§ 5 0 § s o0 45 & 4 s 5 g5 5 4H s O
223" 3= 523" 5=3=3=5-"= L S 20 w50 L 50 LS 0w 500 500 50
e |PMl0rgan Global M fz PMI (% y-0-y) e (G5C1 Commiod ity Index (% y-o-y)

= VSC1 Emerging Markets [Index)  es—pECI World Ex-Emerging M arkets [ Index)

Source: Bloomberg, MARC Economic Research Source: Bloomberg, MARC Economic Research

China’s economic slowdown, engineered by its policy makers to address macroeconomic imbalances arising from
the property bubble, is now entering its fourth consecutive year. Its GDP growth is anticipated to soften further to
6.5%-7.0% in the near term as exports are not likely to recover sharply in 2016 and investments will continue to
be dragged down by weaker sentiment. China’s softening consumer sentiment is reflected in its consumer prices
growth which is half of the government’s target of about 3.0% for 2015. Its producer prices which have been in

negative territory since March 2012 have dragged down consumer prices (November 2015: -5.9%). Its CPI growth
has moderated to below 2% since September 2014.

Weaker manufacturing conditions are reflected in China’s manufacturing gauge — its official PMI — which fell to
the lowest level in more three years in November. More critically, the deflationary environment continues despite
six rounds of interest rate cuts by the PBoC since November 2014. A surprise devaluation of the RMB in August
2015 has not helped the economy so far and judging by the trend of macroeconomic releases, further depreciation
of the RMB cannot be ruled out in the next one year as policy makers continue to lend support to its export sector.

Notwithstanding this, China’s services sector remains the key support judging by its PMI reading which started to
improve in November 2015. .

While the current conditions remain fragile, going forward, we are of the view that China’s economy will not
experience a hard landing. From a policy perspective, China’s PBoC still has some room to maneuver considering
that its reserve requirement ratio remains relatively high, and therefore more reductions are possible in the future.

In addition, we also expect the government to cautiously unleash more fiscal stimulus in order to avert an abrupt
deceleration in headline growth.

Chart 5: China’s weakening demand is reflected in declining
producer and consumer prices.
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Chart 6: In spite of RMB’s depreciation, China’s exports have
not improved significantly.
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Chart 7: US yield gap — 10-year UST minus 3-month bill does not
indicate risks of significant economic slowdown.

The global economic locomotive remains the US, despite its moderating growth in recent months following weaker
trade performance arising from a strong USD. The US labour market continued to strengthen with the non-farm
payroll adding another 211K jobs in November (Oct: 298K), leaving its jobless rate close to the full employment
level. Wage gains are also steadily improving (YTD: 2.3%, 2014: 2.3%) despite a weak spot in the labour market
that shows the labour participation rate remaining relatively low at 63%. Thus far, financial market indicators
suggest that the current weaknesses will not raise the risk of the economy decelerating sharply in the near term;
the yield gap of US Treasury (UST) 10-year/3-month bills remains positive and on the uptrend while equity prices

remain generally bullish. Against this backdrop, the US Fed finally hiked the FFR by 25 bps on December 17,
2015.

As expected, the first hike in the FFR has caused a knee-jerk reaction in the financial market and the greenback
strengthened across the board. However, going forward, we anticipate the path of the USD to repeat the trend
observed during the rate hike period in 2004-2006 which saw the greenback slowly weakening after the first rate
hike as bullish expectations were already priced-in prior to the hike. In addition, a slower-than-expected rate hike
by the Fed will likely temper the bullishness of the financial market on the USD going forward. As with the euro
currency, there are a few reasons why the USD may not be heading for parity: (1) disappointment over the recent
decision by the European Central Bank (ECB) to maintain the bond-buying programme at EURG0 billion a month

which is thought to be too small; and (2) a steady recovery of the euro zone economy on the back of improvement
in external trade due to the depreciation of the euro.

Chart 8: US improved labour market is reflected in the decline
in jobless rate and rising average hourly earnings.
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Chart 9: Strong USD has taken a toll on its exports, leading to

contractions in export growth. Further rise in USD will subtract
growth in the near term.

Source: CEIC, MARC Economic Research

Chart 10: USD against 6 major currencies have climbed to 1 SD
above its mean. The upside may not be as much because rate
hike expectations have been priced-in prior to the hike.
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The euro zone economy has finally stabilised, although it has not picked up significantly in the past few quarters.
Growth rates have been decent considering the scale of crisis it has experienced since 2011. Although expanding
at a slower pace in 3Q2015 by 0.3% quarter-on-quarter from 0.5% in 1Q, the downside risks have slowly
diminished following measures to resolve the crisis in Greece. Among the euro countries, Germany remains the
growth engine with GDP growth averaging at 0.4% in the first nine months of 2015, largely driven by a strong
export sector, low unemployment, strong housing and manufacturing sectors and a balanced budget. The euro
zone consumer confidence indicator reached the highest level since 2007 in 1Q2015, reflecting a recovery in
private consumption, while the business climate indicator remained above its demarcation line of zero for the 261

consecutive month in November 2015. The overall economic sentiment indicator also reached the highest level
in more than four years in November 2015.

The euro currency’s immense depreciation against the greenback since mid-2014 has to some extent revived its
trade performance. The Quantitative Easing (QE) programme introduced by the ECB in the early part of 2015
meant to support the economy dragged the currency down against the greenback, providing more opportunities
for the region to gain from its export sector. Declining oil prices which led to lower value of imports also helped to

boost the euro region’s trade surplus, which totaled EUR176.9 billion in the first nine months of 2015, up by 50%
from the corresponding period in 2014.

Going forward, while we think the euro zone will likely experience an unglamorous pace of recovery, its downside
risks have slowly diminished. With better management of debt-laden countries like Greece, the euro region will
likely be heading for a steady recovery, albeit at a slow pace. Notwithstanding, the wildcard remains the
moderation of emerging economies, particularly China. Notably, Germany will likely be affected since the Chinese
market has been a primary destination for its exports of investment goods and luxury cars. In addition, the
relatively high unemployment rate in the region means the deflationary threat will continue to linger. Future policy
responses from the ECB will determine the path of recovery and the direction of the euro currency.

Chart 11: Euro zone economic sentiment held up suggesting Chart 12: Euro currency depreciation and the collapse of oil
limited downside risks although stellar economic growth is prices have slowly improved export and trade balance.
unlikely.
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Chart 13: The key risk, however, is the relatively weak labour
market which is exerting downward pressure on prices.

slight decline in confidence in the recent quarter.

Chart 14: Household consumption remains buoyant despite a
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Source: CEIC, MARC Economic Research
Malaysian economy: Hoping for the end of commodity rout

The 1H2015 headline GDP growth surprised the market on the upside, buoyed by the strength of domestic
demand, underpinned by robust consumption in the run-up to the Goods and Services Tax (GST) implementation
in April 2015. Private consumption supported headline growth in the first six months, expanding by 7.6% while
investments somewhat moderated, expanding by 4.2% due to lingering global economic uncertainties. Net exports,
on the other hand, remained lackluster, subtracting 1.1 percentage points from growth in 1H2015. In 3Q2015,
however, consumer sentiment weakened to the lowest level in record, as the impact of the rising cost of living and
rising number of retrenched workers led to cautiousness in discretionary spending. Consumer spending growth
slipped to 4.1%, the slowest since 2009. Real GDP growth moderated to 4.7% in 3Q2015, bringing the overall
expansion to 5.1% in the first three quarters of 2015.

We anticipate that real GDP growth will likely settle around 4.7% in 2015, in line with our forecast. This is largely
due to the export sector, which although recovered in ringgit terms, continued to register negative growth in USD
terms in the 13 months to October 2015. Gross exports in USD terms contracted at an average 11.7% during that
period as opposed to a 1.2% growth in ringgit terms. Going forward, slumping crude oil prices to below USD40 per
barrel in December 2015 will exert additional pressure as petroleum-related exports will likely experience further
negative growth. In the year to date, exports of petroleum-related products contracted by 31%. The support,
however, comes from the E&E and palm oil segments which have responded positively to improved demand and
a lower ringgit. On the domestic front, consumer spending will likely continue to bear the brunt of higher prices
resulting from cost push factors. The downward growth trajectory of private consumption will likely persist in
4Q2015 after slipping below 5% in 3Q2015.

Going into 2016, we envisage that real GDP growth will remain below its potential, as the impact of the slowdown
in domestic demand is reflected in the headline number. Recent increases in public transportation charges (LRT,
KTM Komuter etc), toll rates, the abolishment of electricity rebates for certain segments of population, further
subsidy rationalisation (Super Tempatan or ST15 rice) and the impact of ringgit depreciation will likely continue to
dent private consumption as consumers become more cautious about discretionary spending. The pace of
investments will also be affected by rising interest rates as the impact of rate hikes in the US reverberates across
the globe. In addition, as domestic demand remains strongly correlated with the external sector, any significant
weakness in external demand will have adverse repercussions on domestic demand. On that score, we are
tweaking our growth forecast for private consumption and private investment to 4.2% and 6.9% respectively for
2016.

The more obvious impact on headline GDP in 2016 will likely be from sluggish crude oil prices which we think will
persist in 1H2016 before recovering slightly in 2H2016. With the supply glut in the global market outpacing demand
growth, oil and other commodity prices will likely remain under pressure in the near term. The OPEC’s recent
decision not to intervene and cap its output added to the rout in their prices. Notwithstanding this, we are less

Economic Outlook 2016: On the Verge of an Inflection Point?



Economic Research

pessimistic about the prospects in 2H2016 as we foresee the impact of the current rout in commaodities will slowly
diminish by mid-2016. For crude oil, in particular, the possibility of its price recovering slightly and reverting to one
standard deviation below its mean cannot be ruled out despite the current bleak outlook painted in the market.
This is especially true if the growth in demand remains positive and the prospects of stability emerge in China. In
addition, supply growth will likely taper off if oil prices remain at the current level. Such a scenario will support
Malaysia’s external sector going forward. All in all, we foresee real GDP growth to average circa 4.4% in 2016.

Chart 15: A strong correlation between domestic demand and
external demand is depicted in the close movement of IPI of
domestic and export oriented industries.

Chart 16: A close correlation between crude oil and palm oil
prices suggests that arebound in crude oil prices will be
positive for palm oil prices.
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Chart 17: Exports in USD and in ringgit diverge as ringgit
depreciates but demand remains lackluster. Only a synchronized
global recovery will benefit Malaysian export sector.

Source: Bloomberg, MARC Economic Research

Chart 18: A sustained demand for semiconductors underpins
stronger Malaysia’s E&E exports.
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Table 1: Real GDP growth on the demand side.
MARC MoF
Growth (%y-o-y) 2010 2011 2012 2013 2014
2015E 2016F 2015E 2016F
GDP 7.4 5.3 55 4.7 6.0 4.7 4.4 45-55 40-5.0
Domestic Demand 7.7 7.8 10.7 7.3 5.9 5.8 4.6 5.9 oI5)
Private Consumption 6.9 6.9 8.3 7.2 7.0 5.5 4.2 6.8 6.4
Public Consumption 34 14.2 54 5.9 44 3.3 3.9 3.6 3.0
Private Investment 18.4 9.5 21.4 12.8 11.0 8.4 6.9 7.3 6.7
Public Investment 4.9 2.6 15.9 1.9 -4.7 14 34 1.6 2.3
Real Exports 11.1 4.2 -1.7 0.3 5.1 14 3.1 -0.8 0.9
Real Imports 15.6 6.3 2.9 1.7 4.2 3.0 4.2 0.8 15

Source: CEIC, MoF, MARC Economic Research
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Inflation: Edging up on cost push factors

The CPI inflation has benefitted from low crude oil prices in 2015, expanding at a moderate estimated pace of
2.1% y-o0-y in 2015. Slumping oil prices have kept petrol prices benign, causing RON95 prices to fall to as low as
RM1.70 per litre in February 2015 before edging up again to RM1.95 per litre presently. The food and non-alcoholic
beverages component contributed the bulk of the increase in headline inflation, accounting for 1.1 percentage
points in the first 10 months of 2015 while transport costs subtracted 0.6 percentage points from headline CPI.
Weakening domestic demand as reflected in weak GDP deflators also contributed to the benign CPI numbers
throughout October 2015. The GDP deflator contracted for two consecutive quarters (1Q2015-2Q2015), the first
stretch of decline since 4Q12-2Q13. The last consecutive quarterly contractions in the GDP deflator in 2012-2013
were accompanied by a GDP growth of less than 5% (2013: 4.7%).

Going forward, cost push inflation will likely exert upward pressure on headline inflation in 2016. Recent increases
in public transportation charges (LRT, KTM Komuter, etc), toll rates, the abolishment of electricity rebates for
certain segments of the population, further subsidy rationalization (ST15 rice) and the impact of the ringgit
depreciation suggest that headline CPI numbers will likely edge up in 2016. We foresee these developments to
push up headline inflation to circa 3.2% in 2016.

Chart 19: Food and non-alcoholic beverages was the main
contributor to headline CPI in 2015. Offsetting this was the
declinein transport cost on the back of low crude oil prices.

Chart 20: Low crude oil prices have translated into low pump
prices, leading to benign inflationary environment in 2015.
Notwithstanding, prices are expected to pick in 2016.
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Source: CEIC, Bloomberg, MARC Economic Research

Chart 21: KLCI market capitalisation-to-GDP ratio has declined Chart 22: Property prices have retreated following macro

slightly, while the P/E ratio remains above historical average
post AFC.

prudential measures by BNM. However, they remained above
the average range prior to the GFC.
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. Asset prices have somewhat retreated following a mild drop in equity and property prices. The equity index
FBMKCLI has slipped by 12% from its peak in July 2014 and is currently trading at a price-earnings ratio (P/E) of
17.7. Market capitalization has also declined to RM1.67 trillion from the recent peak of RM1.79 trillion in August
2014. Notwithstanding, the current P/E level remains above its historical mean post-Asian Financial Crisis (AFC)
of 16.5 times. Similarly, growth in property prices has generally retreated from the high of 12.2% in 3Q2013 to
range between 5% and 8% in recent times. Among the states, Negeri Sembilan and Perlis continued to experience
high growth in prices while Johor experienced the sharpest drop in 3Q2015. Overall, however, the growth in
residential property prices remained above the historical average posted prior to the GFC (5.3% in 3Q2015 versus
3.6% average growth between 2000 and 2008).

Monetary and fiscal policies: Where are they heading?

= We believe that BNM policy makers are watching global economic developments with concern. This is based on
the trend of its Monetary Policy Committee (MPC) statements which have shown a consistent increase in the
number of words. Past experience indicate that the number of words in MPC statements provides a glimpse of the
future trend of the economy. An increasing number of words is usually associated with an economy facing greater
challenges.

= The expected weakness in headline GDP growth number will not likely induce the BNM to loosen its monetary
stance, judging from its rhetoric. While there is limited fiscal space due to lingering budget deficits, BNM is not
likely to risk implementing any measures that can cause further macroeconomic imbalances. Specifically, BNM is
closely watching Malaysia’s household debt which remains uncomfortably high at 85% of GDP. With nominal GDP
growth likely to slow down in 2016, the current ratio of household debt-to-GDP is not likely to moderate significantly.
Assuming that household debt climbs by 7.6% - the pace of current growth — household debt as a ratio to GDP will
remain around 89%-90% if nominal GDP expands by our projected 4.5%-5.5% pace in 2016. Such a scenario will
prevent the BNM from taking an accommodative stance unless the overall economy weakens dramatically. On this
account, we foresee the OPR to remain at the current level of 3.25% in 2016.

Chart 23: The number of words in MPC statements can becomea  Chart 24: A tight correlation between crude oil price and

leading indicator of the economy. A higher number of words is petroleum related revenue, suggesting that a sustained decline
normally associated with more future economic challenges. in oil price will have an impact on budget deficits.
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. Similarly, Malaysia’s fiscal policy space is limited by its budget deficits which have yet to decline to below 3% of
GDP. While we anticipate the government to be able to achieve its deficit target for this year, declining oil prices
and decelerating nominal GDP growth have made it more challenging for the government to reach its target in
2016 (3.1% of GDP). As the federal government budget was done based on the crude oil price assumption of
USDA48 per barrel, the recent decline in oil prices to below USD40 has led to speculations that the government
may revise the Budget as it did in January 2015. On this, we are of the view that only a sustained level of oil price
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below USD35 per barrel will induce the government to consider a revision in its Budget. After all, the previous
Budget was only revised after crude oil prices fell by about 50% from the level assumed in the Budget.

On budget deficits, if nominal GDP expands by 6.8% as projected by the government, we estimate that the decline
in crude oil price to an average of USD35-40 per barrel will push up budget deficits by 0.6 percentage points to
3.7% of GDP, if not accompanied by reductions in expenditures. However, using our base case projection of a
4.5%-5.5% growth in nominal GDP, such oil price levels will cause the budget deficit to climb to an estimated 3.8%
of GDP in 2016.

Table 2: Sensitivity analysis of household debt levels and nominal GDP growth assuming that the former expands at a trend
growth of 7.6%.

Household debt in Household debt growth from 2015's estimated level (%)
2016 (% GDP) 6.0 6.5 7.0 7.5 8.0 8.5 9.0
o 35 89.2 89.7 90.1 90.5 90.9 91.3 91.8
3 4.0 88.8 89.2 89.6 901 ... 905 90.9 91.3
= ,,/"4.5\‘ 88.4 88.8 892 896 90.0™, 905 90.9
'ég { 50 | 88.0 88.4 888 ( 892 89.6 } 900 90.4
295 \s5/ 87.5 88.0 884  .888 89.2.~" 896 90.0
§ - 0 87.1 87.5 88.0 88.4 888 89.2 89.6
& 6.5 86.7 87.1 87.5 87.9 88.4 88.8 89.2

Source: BNM, CEIC, MARC Economic Research

Table 3: Sensitivity analysis between revenue and nominal GDP on budget deficits, assuming that expenditures are kept
unchanged from their levels in Budget 2016.

Fiscal deficit in 2016 Change in government revenue from 2016's budgeted level (%)

(% GDP) 4.5 -4.0 =315 -3.0 -2.5 210 -1.5
N 35 4.1 -4.0 -3.9 -3.8 3.7 -3.6 -35
o . 4.0 -4.1 -4.0 <X J— :38 -3.7 -3.6 -35
ET-AN 4.0 39 738 38, 37 -3.6 35
ES {50} -4.0 39 | -38 37} 36 -3.6 -35
253 NCEN -4.0 -3.9 “\;_3,.8 3.7 -3.6 -35 -3.4
§ - 6.0 -4.0 -3.9 38Ty -3.6 3.5 3.4
Q 6.5 -4.0 -3.9 -3.8 3.7 -3.6 -35 -3.4

Source: CEIC, MoF, MARC Economic Research

Ringgit: The wild card

The ringgit bore the brunt of the commaodity rout and political noise in 2015 and the pressure remains on the
downside in 2016 at least in the first half of the year. This view is premised on the anticipated continuing slide in
crude oil prices in 1TH2016 as supply outstrips demand. The ringgit’s positive relationship with crude oil prices
remains tight with an r-squared of 76% between December 2012 and November 2015. Weak crude oil prices hit
the export sector and dented the outlook on the economy. It also raises concerns on the impact on government
revenue, budget deficits and consequently the sovereign rating.

The ringgit has not only declined against the greenback but also against currencies of major trading partners, with
the Nominal Effective Exchange Rate (NEER) dropping by 15% since the end of 2014. On a Real Effective
Exchange Rate (REER) basis, the ringgit fell by 14% during the same period. Notwithstanding this, while regionally
the ringgit's performance looks dismal, its depreciation against the greenback has been generally less than
currencies of other commodity-based economies. For instance, since July 2011, the ringgit weakened by 30.3%
against the USD, less than currencies like the Brazilian real, Indonesian rupiah and Australian dollar which
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depreciated by 59.9%, 38.6% and 34.3% respectively during that period. Looking at it from that perspective, ringgit
weakness should not be considered as an isolated case.

Chart 25: The ringgit has not only depreciated against the USD
but also against major trading partners. Its REER declined by
14% since end of 2014.

Chart 26: When compared with currencies of commodity-based
economies, the ringgit looks more favourable.
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Chart 27: Foreign holdings of MGS are barely affected by the
sharp decline in ringgit.

Source: Bloomberg, MARC Economic Research

Other factors that may cap the upside of the ringgit in the near term include: (1) limited prospects of an OPR hike
amid weak economic conditions; (2) prospects of outflows of portfolio capital in view of further rate hikes in the US;
and (3) possible further devaluation of Chinese RMB. Notwithstanding this, we draw some comfort on the current
trend of foreign holdings of MGS which have slowly increased after dropping to a low of 43.8% of total outstanding
MGS in January 2015. The sell-offs in MGS have so far been minimal when compared to the 2005-2006 and 2008-
2009 periods when foreign shareholdings dropped by almost half the amount in percentage terms.

Recent developments in the commodity market are undoubtedly negative for the ringgit. Externally, the moderating
export sector's performance will mean more pressure on Malaysia’s current account (CA) balance which is
expected to fall below 2% of GDP in 2016, raising the specter of the dreaded twin deficits. A shrinking CA surplus
on the back of possible increase budget deficits in 2016 will not augur well for the ringgit. Notwithstanding this, the
sentiment on the ringgit will improve if crude oil prices start to stabilise, possibly by the middle of 2016. In addition,
if the 2004-2006 US rate hike scenario unfolds where investors have more or less priced-in prior to the rate hike,
the greenback may weaken across the board, benefiting the ringgit. Based on the past relationship between the
ringgit and oil prices, and assuming a slight recovery of global crude oil prices, we foresee an average Brent price
of USD40-50 per barrel to be consistent with the ringgit-USD exchange rate of roughly RM3.95-4.15.

Chart 28: Ringgit and Brent crude oil price (scatter). Higher
crude oil prices are consistent with stronger ringgit.
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