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A Case for Cutting

Wellian Wiranto Why we think Malaysia’s policy rate should be trimmed

+65 6530 6818 Back in July, Bank Negara kept its policy rate unchanged at 1.75%. Going
WellianWiranto@ocbhc.com  forward, even though the bar for easing remains high given the previous
decisions to hold, we remain of the view that further monetary policy
accommodation is helpful to smoothen the path towards recovery into Q4
and 2022. To us, the need to cut rate by 25bps on Sep 9 remains clear.
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For one, the economic momentum in recent months have continued to be
sub-par due to prolonged MCO restriction orders. Indeed, Q3 is likely to post
another sequential GDP contraction. Following the 2% contraction in Q2, this
would present a spectre of technical recession for the Malaysian economy.
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For its part, BNM had slashed its 2021 GDP forecast from 6.0-7.5% before to
3.0-4.0% now. While we concur with its view that growth should improve from
Q4 and into 2022, downside risks remain considerable. For one, exports which
have been powering growth recently, might step into a soft patch, with
potentially weaker demand from the two major markets of US and China.
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The most recent manufacturing PMI print alludes to a still-unclear outlook for
the sector. While the August reading improved to 43.4 from an average
reading of 40 of the prior two months, it has nonetheless languished squarely
in the contractionary zone, coming well below the 50 breakeven line. A recent
survey by FMM-MIER also noted that that sentiments among manufacturers
remain weak, with only 15% respondents expecting business to pick up soon.
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On the domestic front, even though new Covid-19 cases continue to linger at
high levels of around 20k per day, the silver lining is that the long-suffering
Klang Valley area appears to have started to turn the corner. However, other
areas such as Johor and East Malaysia risk becoming the new epicentres.
Moreover, death rate continues to remain high, presenting a grim reminder
that the fight against the delta variant is an arduous marathon, not a sprint.
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The new government appears keen to push for a reopening of the Klang Valley
which would present a lift to the economy given its status as the country’s
manufacturing hub. This would be predicated on a high vaccination rate of
over 90% of the area population. While the overall inoculation rate nationwide
enjoyed a big boost in recent months such that more than 45% of Malaysians
are now fully inoculated, it remains some distance away from 80-90% that
might be deemed safe for a full reopening. Moreover, the rate of inoculation
appears to have flagged in recent weeks at a national level. Without a renewed
push under the new cabinet, this would present a risk to the reopening hope.
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The ongoing Covid-19 situation would continue to act as headwinds to
domestic consumption, which had been playing a greater role in the economy
in pre-pandemic years. The resumption of an uptick in the unemployment rate
further complicates any expectation of a quick return of Malaysian shoppers.
This may be especially so given that the labour market outlook may not
improve markedly soon. The FMM-MIER survey noted that among
manufacturers, for instance, only 12% expect to increase their headcount in
the coming months, compared to 25% that intend to reduce employment.
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Apart from the lack of clarity on employment — and hence income — another
factor that could curb consumption would be the level of indebtedness. Before
the pandemic, Malaysia’s household debt already ranked as one of the highest
in the region as a proportion of its economy. That ratio ballooned to over 93%
in 2020. While easing policy rate may have the side effect of egging on further
debt build up — indeed Bank of Korea recently hiked rate partly due to that —in
Malaysia’s case, the cyclical need of salvaging household purchasing power
may yet trump the structural compulsion to curb debt build-up. Even though
loans moratorium has helped to offer some relief, lower servicing costs would
help too, especially given the accruing of interests during the period.
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The need for further monetary policy help comes at a time when fiscal space is
crimped. Already, 2021 budget balance may reach as low as -7% of GDP, the
widest gap since 2009. Together with lower-than-expected GDP growth, it
would push the statutory debt-to-GDP ratio to above 60% by end of this year.
While the new government may push for a higher ratio of, say, 65% of GDP, it
may not offer that much more headroom, even as we expect a still-
expansionary 2022 budget. Moreover, the negative outlook by S&P would act
to curb any overtly gung-ho fiscal spending as well.
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The Sep 9 MPC meeting comes at a time when global market sentiment
appears well-anchored, with Fed’s Powell striking a right balance between
paving the way for tapering and divorcing that from rate hike expectation.
Ringgit’s gains recently could signal less concerns of any currency impact that
might come from rate cuts. While its recent history of holding come-what-may
suggests that another hold remains the path of least resistance, we believe
that BNM could utilize the space presented by global market calm to trim rate.
This would aid an economy that has suffered hits from the pandemic
resurgence and is now facing a less-clear exports-led recovery outlook ahead.
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This publication is solely for information purposes only and may not be published, circulated, reproduced or distributed in whole or in part to any
other person without our prior written consent. This publication should not be construed as an offer or solicitation for the subscription, purchase
or sale of the securities/instruments mentioned herein. Any forecast on the economy, stock market, bond market and economic trends of the
markets provided is not necessarily indicative of the future or likely performance of the securities/instruments. Whilst the information contained
herein has been compiled from sources believed to be reliable and we have taken all reasonable care to ensure that the information contained in
this publication is not untrue or misleading at the time of publication, we cannot guarantee and we make no representation as to its accuracy or
completeness, and you should not act on it without first independently verifying its contents. The securities/instruments mentioned in this
publication may not be suitable for investment by all investors. Any opinion or estimate contained in this report is subject to change without
notice. We have not given any consideration to and we have not made any investigation of the investment objectives, financial situation or
particular needs of the recipient or any class of persons, and accordingly, no warranty whatsoever is given and no liability whatsoever is
accepted for any loss arising whether directly or indirectly as a result of the recipient or any class of persons acting on such information or
opinion or estimate. This publication may cover a wide range of topics and is not intended to be a comprehensive study or to provide any
recommendation or advice on personal investing or financial planning. Accordingly, they should not be relied on or treated as a substitute for
specific advice concerning individual situations. Please seek advice from a financial adviser regarding the suitability of any investment product
taking into account your specific investment objectives, financial situation or particular needs before you make a commitment to purchase the
investment product. OCBC Bank, its related companies, their respective directors and/or employees (collectively “Related Persons”) may or
might have in the future interests in the investment products or the issuers mentioned herein. Such interests include effecting transactions in
such investment products, and providing broking, investment banking and other financial services to such issuers. OCBC Bank and its Related
Persons may also be related to, and receive fees from, providers of such investment products.

This report is intended for your sole use and information. By accepting this report, you agree that you shall not share, communicate, distribute,
deliver a copy of or otherwise disclose in any way all or any part of this report or any information contained herein (such report, part thereof and
information, “Relevant Materials”) to any person or entity (including, without limitation, any overseas office, affiliate, parent entity, subsidiary
entity or related entity) (any such person or entity, a “Relevant Entity”) in breach of any law, rule, regulation, guidance or similar. In particular,
you agree not to share, communicate, distribute, deliver or otherwise disclose any Relevant Materials to any Relevant Entity that is subject to the
Markets in Financial Instruments Directive (2014/65/EU) (“MiFID”) and the EU’s Markets in Financial Instruments Regulation (600/2014)
(“MiFIR”) (together referred to as “MIFID II”), or any part thereof, as implemented in any jurisdiction. No member of the OCBC Group shall be
liable or responsible for the compliance by you or any Relevant Entity with any law, rule, regulation, guidance or similar (including, without
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