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We expect the ruling coalition to lose some ground to the opposition
but retain overall control at the upcoming elections. Expect the
Malaysian ringgit to remain among Asia’s outperforming currencies
this year
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Our base case assumes a continuation of Prime Minister Najib Razak’s ruling Barisan
Nasional coalition, but as the wave of electoral surprises around the globe in the last two
years have shown uncomfortable coalitions cannot be ruled out. So it wouldn't be a total
surprise if Malaysian voters took the same route on 9 May.

What does all of this mean for the markets?

We believe that strong domestic demand supported by election spending and the positive
terms of trade shock from rising global commaodity prices will sustain the economy on a
strong footing in 2018 and beyond. But until a clear direction from these elections emerges,
the Malaysian ringgit (MYR) will remain in a narrow range trading around 3.90.

We reiterate our forecast of one more Bank Negara Policy rate hike to 3.50% in the third
quarter, once political uncertainty lifts, and we forecast the USD/MYR ending the year at
3.72. (spot rate 3.89, the consensus for end-2018 3.84).
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© 14th general elections

Prime Minister Najib Razak’s ruling Barisan Nasional (BN) coalition faces a stronger opposition than
it has done in previous elections. The BN lost its two-thirds majority at the 12th general election in
2008, and its performance continued to deteriorate to the lowest number of parliamentary seats
at the following election in 2013 due to falling support of Chinese voters (14% down from 35% in
2008 and 75% in 2004).

The contest this time is against the opposition coalition, Pakatan Harapan (or Alliance of Hope), led
by former Prime Minister Dr Mahathir Mohammad who led the country for over two decades until
2003. The third big player is the Pan Malaysia Islamic Party (PAS), which traditionally has been a
dominant party outside the opposition coalition, and could be the king-maker in the event of a
stalemate.

Formed in September 2015, the Pakatan Harapan coalition is comprised of four political parties,
which include:

1. Democratic Action Party (DAP)
The second largest political party after PM Najib’s United Malay National Organization party
2. Peoples Justice Party (PKR)
Formed by jailed opposition leader Anwar Ibrahim who served as the Deputy Prime Minister
and Finance Minister under Dr Mahathir but was ousted and jailed in 1999
3. National Trust Party (Amanah)
Formerly Malaysia Workers' Party
4. Malaysian United Indigenous Party (PPBM)
Dr Mahathir's newly formed political party

© The political economy

The backdrop of a solid economy places incumbent PM Ngjib in a strong position in the upcoming
elections as the economy delivered a highly respectable 5.9% rate of growth in 2017 and is
projected to grow by 5.5-6% this year.

Administered price rises have caused inflation to spike to about 4% in 2017 amplifying the rising
cost of living, one of the political issues for this election. But the effect has waned in 2018 with
inflation dipping back below 2%. We expect it to settle close to the low end of the official 2-3%
forecast range for 2018.

The Malaysian Ringgit (MYR) has been among Asia’s best-performing currencies appreciating 11%
against the USD in 2017 and a further 4% appreciation so far in 2018. Even though the unit's
advance has been halted recently, possibly due to re-pricing for increased political uncertainty
through the vote in May, we expect it to remain among Asia’s outperformers this year.

© Too close to call

However, it's still a tough call whether the ruling coalition BN will retain power, giving PM Najib a
third term in office. Despite the current strength of the economy, the united opposition front will
most likely contest the election on an economic agenda ranging from the rising cost of living and
goods and services tax to corruption under the current administration, most notably, the 1IMDB
saga.
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In three cabinet reshuffles to oust opponents since 2015, PM Naijib consolidated his position for this
year's vote and appears confident of winning another term. The fact he's called an early election
ahead of the scheduled deadline of August 2018, seems to suggest that's the case. Recent fast-
tracked passage of the “Anti-Fake News bill" is alleged to be silencing the opposition campaign
against the Najib administration.

The 1IMDB issue could still be an important factor influencing voter decisions even though PM Naijib
himself seems to have come out clean from this scandal. Najib has also continued to raise his
image in local and international politics - for instance, his recent trip to the US portrayed Malaysia
as a global player. But the outcome will depend on how the BN coalition performs relative to the
last election in 2013 which itself was a disappointing outcome for BN. Fewer parliamentary seats
than it currently holds could trigger a BN leadership crisis threatening PM Najib’s position.

13th Dewan Rakyat and State Assembly Seat Positions (2013-18)

Total Seats held by
Dewan Rakyat 222 133 38 30 21 0

587 334 97 49
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The BN held 129 of 222 Lower House (Dewan Rakyat) seats in the last parliament dissolved on April
6. And its latest standing in the State Legislative Assemblies was 334 out of 587 seats (or 57% of
total seats) with ruling in 10 out of 13 legislative assemblies. The BN is most vulnerable in four
state legislative assemblies (Kedah, Terengganu, Perak, and Negeri Sembilan) where they hold only
a few more seats above the simple majority. The vulnerability in Kedah and also in Johor stems
from Mahathir's party (Malaysia United Indigenous Party), which currently holds one seat each and
may gain more ground. The Pakatan Harapan coalition currently dominates in two legislative
assemblies (Penang and Selangor), while the PAS rules Kalantan state.
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Why is this such a close election?

Positives for PM Najib Negatives for PM Naijib
» Strong economy with sustained 5% + GDP growth and « Stronger opposition and weakening supoprt of
falling CPI, currently 1.3% at 20-month low Chinese voters
» Rising foreign direct investment into Malaysia; up 64% to + Re-appearance of Dr. Mahathir in rural Malay
US$1bn in 2016, although followed by a 7% fall in 2017 heartland
» Increased policy support to small and medium-sized +» Possible leadership crisis in the event BN fails to
enterprises achieve a clear mandate to form the next gov.
» Continued pro-growth financial policies with higher social + Lingering impact of 1MDB scandal despite PM's
and infrastructure spending in the FY2018 budget and efforts to come out clean on this and boost his
continued fiscal consolidation despite rising public spending image in the latest state visit to the US
» PM Najib's solid grip on the government after frequent « Dissatisfaction over rising cost of living for masses.
cabinet reshuffles since 2015, in which he appointed The budget may have addressed some of this,
loyalists to key posts and sacked ministers who opposed to though it will take more long-term measures to
his rule. address the issue
+ BN's strong showing at the Sarawak state elections and
retaining power in two by-elections in 2016
» Steady support of Malay voters, at about 60% in the last
three elections.

© Possible outcomes

This election could go one of three ways:

1. A clear mandate for the BN coalition;
2. A standoff or hung-parliament, or;
3. Anend of BN rule altogether.

A clear win for BN is likely to be the most market-friendly outcome ensuring that political and
economic policies continue. A standoff could mean stretched-out political wrangling to form the
next government, which could destabilise the economy and the markets for some time.

Dwindling voter support for Barisan Nasional
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We think the third scenario of a complete election surprise is the most unlikely outcome and is
largely being ruled out by markets currently. But a surprise new government led by Dr Mahathir
would inherit a strong economy as a launch pad to consolidate power for the future, possibly
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paving the way for his son, Mukhriz Mahathir, to be his successor. Mukhriz was forced out after a
short stint as chief minister of Kedah and could regain that post if the opposition gains control of
this state.

Having ruled the country for two decades, Dr Mahathir may provide strong leadership, to begin
with. However, Dr Mahathir's old age (92 years) and potential political cracks with key allies
especially his former rival Anwar Ibrahim, could cast a shadow on the stability of any Mahathir
administration.

Key Economic Forecasts

Real GDP (% YoY) 5.9 5.6 5.5 5.2 5.5 55 53
CPI (% YoY) 39 19 2.6 2.8 2.3 2.4 2.6
BNM o/n policy rate (%, eop) 3.00 3.25 3.25 350 350 350 395
3Minterbank rate (%, eop) 3.44 3.70 3.80 3.95 4.05 4.05 4.20
10Y govt. bond yield (%, eop) 391 385 410 420 430 430 450
MYR per USD (eop) 405 386 385 378 372 372 350
Sources: CEIC, Bloomberg, ING forecasts
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