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Malaysia: The doors open for central bank
policy easing

We are revising our view of Bank Negara Malaysia monetary policy
from one of no change this year to one 25bp policy rate cut as early
as next quarter (2Q19). There are no forceful arguments for easing just
yet, but a pre-emptive easing to support future growth won't hurt
when there is room for such a policy change now.
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Increased scope for pre-emptive BNM easing

We believe the latest consumer price data showing inflation at -0.7% YoY in January, the first
negative reading in nearly a decade, has opened the door for a more accommodative monetary
policy setting.

There are no forceful arguments for policy easing just yet, but a pre-emptive move to support
growth won't hurt when there is room for such a policy now. We now see the central bank (Bank
Negara Malaysia) moving to cut rates at the next policy meeting in early May 2019, a shift from
our earlier forecast of no policy change this year.
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Balance of risks is tilted toward growth

Following on from the surprising return to deflation in January, both exports and manufacturing
growth came in on the softer side, so undermining growth prospects.

Released today, industrial production growth slowed to 3.2% year-on-year in January, from 3.4%
in December. The outcome was better than expected (ING forecast 3.0%, consensus 2.3%). An IP
slowdown squares with that in the export sector (at 3.1% growth vs. 5.1%). Among the other
activity indicators released alongside the production data, manufacturing sales growth eased
slightly (to 7.0% in January vs. 7.5% in December). Employment growth in the sector picked up (to
2.0% vs. 1.7%), but salary and wage growth slowed (to 8.9% vs. 10.1%).

The balance of economic risks is tilted toward growth. Exports and manufacturing drive GDP and
their slowdown in January foreshadow a further GDP slowdown in the current quarter. We expect
GDP growth to slow further - to 4.2% in 1Q19 from 4.7% in 4Q18. This is in line with the Bloomberg
consensus forecast of 4.3% growth in the current quarter.

External uncertainties from trade tensions, weak global demand, and oil prices will all weigh on
GDP growth over the rest of the year, amid anaemic investment spending at home. On the flipside,
the favorable base effect and accommodative economic policies should prevent a sharp GDP
slowdown should these risks intensify.

Slowing exports and manufacturing
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Why might BNM ease?

Besides the downside growth risk, there are other reasons why we think BNM should cut the
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overnight policy rate by 25bp to 3.0% in May:

¢ Subdued inflation: January’s slide into negative territory is likely to be reversed in February
(with data due next week, on 20 March). Despite steady strong employment and wage
growth, the demand-pull pressure on prices has been absent. Administrative measures -
including the low price ceiling for fuel prices until mid-2019 - are keeping cost increases
contained.

¢ We see inflation remaining below 1% through the first half of the year. The impact of the
Goods and Services Tax (GST) elimination moves out of the base in June 2019 and this is
likely to push inflation to about 2% in the second half of the year. This would deliver a full-
year average inflation rate of 1.4%, far below the 2.5-3.5% official forecast range as in the
2019 budget.

¢ High real interest rates: The recent disinflation trend has pushed real interest rates higher.
Investment spending was the weak spot in GDP growth in 2018, especially after increased
scrutiny by the Mahathir government of key infrastructure projects undertaken by
his predecessor.

 Better now than later: Being ahead of the curve should allow sufficient time for the impact
of monetary easing to trickle down to the real economy, thus preparing the economy to
ride the slowdown trend. It won't hurt that there is scope for easing now.

¢ Mature tightening cycle: Based on recent BNM policy history the current tightening cycle
appears to have matured. Previous BNM tightening cycles have sometimes been short-lived
and we think this could be another short one, particularly given prevailing growth-inflation
dynamics.

* Market re-pricing for an easing: We infer from the greater than 20 basis point drop in the
10-year local government bond yield to the current 3.85% that the market has been re-
pricing for a rate cut. Meanwhile, a sound external payment position is keeping the currency
(MYR) among Asia’s outperformers this year. In a soft USD environment, this supports BNM
easing now, rather than waiting to cut later.

High real interest rates

%
6.0

—— CPI (YoY) BNM OPR ———3m Klibor 10y MGS yield
50

4.0

=

A \/\‘,ﬁ
V\/\J\”’/ \“u

0.0

-1.0
2014 2015 2016 2017 2018 2019
Source: Bloomberg, CEIC, ING

Article | 14 March 2019 3



THINK economic and financial analysis

Malaysia: Key economic indicators and ING forecast

Malaysia 2015 2016 2017 2018 FY2019f FY2020f
Real GDP (% YoY) 51 4.2 59 47 46 50
CPI (% YoY) 21 2.1 3.8 1.0 1.4 1.9
Unemployment rate (%) 3.2 35 34 3.3 34 3.3
Fiscal balance (% of GDP) -3.2 -31 -3.0 -36 -33 -34
Public debt (% of GDP) 544 52.7 50.7 51.8 45.8 46.0
Current account (% of GDP) 3.0 2.4 3.0 2.3 2.0 1.6
FX reserves (US$bn) 953 945 102.4 101.4 108.0 116.0
External debt (% of GDP) 65.4 68.6 69.2 64.9 65.2 66.2
Central bank policy rate 3.25 3.00 3.00 3.25 3.00 3.00
3Minterbank rate (%, eop) 3.84 3.41 3.44 3.69 345 3.45
10Y govt. bond yield (%, eop) 419 423 3.91 4.08 3.70 3.80
MYR per USD (eop) 4.29 449 4.05 4.13 4.10 4.00
Sources: Bloomberg, CEIC, ING forecasts
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