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BNM Annual Report for 2018 — easing
monetary policy is warranted

Rising downside risks to growth

The BNM'’s annual report for 2018 was published yesterday and we attended the analyst briefing
to hear from the horse’s mouth. The session started with the presentation by Deputy Governor
Datuk Shaik Abdul Rasheed bin Abdul Ghaffour, covering the global and domestic economic
landscape. The session followed with Deputy Governor Jessica Chew Cheng Lian where she walked
us through on 2018 Financial Stability and Payment Systems Report. Finally, the question and
answers session which moderated by Governor Datuk Nor Shamsiah Binti Mohd Yunus. In a
nutshell, the tone was pretty much guarded and a sense of heightened uncertainty was quite
apparent. This was reflected in the range forecast of between 4.3% and 4.8% for 2019 GDP
growth (2018: 4.7%) with point estimates of 4.7% (Bank Islam: 4.5%).

Domestic demand which accounted for 92.9% of total GDP is expected to grow moderately by
4.4% in 2019 from 5.6%. This was predicated on contraction in public expenditure of 1.8% (2018:
0.1%) driven by 7.1% (2018: -5.2%) decline in public investment. Similarly, private consumption
growth is set to record slower growth of 6.6% after recording an above-trend growth in the
preceding year. This is very much expected from the consumers as sentiments have been weak in
view of rising cost of living, elevated levels of household indebtedness and challenging prospect
for labour markets. However, private investment is expected to accelerate to 4.9% growth in 2019
(2018: 4.5%), suggesting private firms have been actively expanding their production capacity in
order to improve their economies of scale. Nonetheless, real exports and imports are most likely
to experience flattish growth of 0.1% (2018: 1.5%) and 0.0% (2018: 0.1%) respectively. The
ongoing trade spat between the US and China as well as the uncertain fate of UK Brexit are most
likely to drag Malaysia’s external demand this year.

Inflation rate likely to be contained this year

Inflation rate is expected to record range forecast of 0.7% - 1.7% in 2019 (2018: 1.0%). Domestic
factors that will drive up prices albeit moderately include the lapse of in the combined impact of
the changes in consumption tax policy i.e. zero GST rate from June 2018 to August 2018, increase
in minimum wage, higher electricity tariff surcharge for businesses. However, this will be offset
by lower fuel prices whereby the ceiling price for RON95 and Diesel will be kept at RM2.08 per
liter and RM2.18 per liter respectively. Such arrangement would remain in place until the
implementation of targeted fuel subsidy in 2Q2019.
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Table 1: BNM’s macroeconomic variables projection

Growth 2015 2016 2017 2018 2019F
GDP 5.0% 4.2% 5.9% 4.7% 4,3%"~ 4.8%
By expenditure:

Domestic Demand 5.1% 4.3% 6.5% 5.6% 4.4%
Consumption 5.7% 4.9% 6.7% 7.2% 5.6%
-Public 4.4% 0.9% 5.4% 3.3% 1.2%
-Private 6.0% 6.0% 7.0% 8.1% 6.6%
Investment 3.6% 2.7% 6.2% 1.4% 1.3%
-Public -1.1% -0.5% 0.1% -5.2% -71.1%
-Private 6.3% 4.3% 9.3% 4.5% 4.9%
Exports 0.3% 1.1% 9.6% 1.5% 0.1%
Imports 0.8% 1.1% 11.0% 0.1% 0.0%
Net Export -3.7% 1.5% -1.1% 13.4% 0.1%

By industry:

Agriculture 1.4% -5.2% 7.2% -0.4% 2.8%
Mining and quarrying 53% 2.1% 1.0% -1.5% 0.8%
Manufacturing 4.8% 4.4% 6.0% 5.0% 4.8%
Construction 8.4% 7.4% 6.7% 4.2% 3.0%
Services 5.3% 5.7% 6.2% 6.8% 5.7%
Other macroeconomic variables 2015 2016 2017 2018 2019F
Consumer Price Index (CPI) 2.1% 2.1% 3.7% 1.0% 0.7%~ 1.7%
Unemployment rate 3.1% 3.4% 3.4% 3.4% 3.3% ~3.5%
Gross exports 1.6% 1.2% 18.9% 6.8% 3.4%
Gross imports 19.9% 1.9% 19.9% 4.9% 4.5%
Current account balance % of GDP 3.0% 2.4% 3.0% 2.3% 1.9%

Source: BNM Annual Report 2018
Other macroeconomic variables are pointing to moderate growth

Other variables such as unemployment rate, gross exports and imports suggests that the economy
is shifting into lower gear. Declining current account surplus balance from 2.3% of GDP in 2018 to
1.9% in 2019 indicates that the savings-investment gap is narrowing. This was largely due to lower
surplus balance in goods account from RM121.4 billion in 2018 to RM116.2 billion in 2019. Primary
income balance is expected to record wider deficits of RM50.2 billion in 2019 from RM49.4 billion
in 2018, reflecting increasing repatriation of investment income by the foreign investors.
Meanwhile, secondary income deficits balance fairly stable at RM18.2 billion in 2019 from RM18.8
billion in the preceding year as overseas remittances by the foreign labour remain significant.
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Some policy announcement on further liberalisation of foreign exchange administration (FEA)

The BNM has further liberalised the FEA whereby residents can hedge their foreign currency
obligation will be extended to 12 months. Residents could also obtain approval from the BNM to
hedge their foreign currency obligation beyond 12 month period. The move is to facilitate efficient
financial planning by businesses and will be effective immediately. The Small and Medium
Enterprise (SME) with net import obligation are also allowed to receive foreign currency payment
from resident exporters for their domestic trade in goods and services. The measure will be effective
2 May 2019.

Our view

The prevailing condition such as weak business sentiments as well as heightened external
uncertainties warrants for an interventionists policies from the central bank. The potential output
growth which takes into account the input factor of labour, capital and technology is likely to be in
the region of 4.6% to 5.1% in 2019 after sustaining at 5.0% in the previous two years. The number
entails that the productive capacity is weakening which is very much in line with the excess capacity
currently experienced by the key industries (rubber gloves, semiconductor, properties, oil & gas etc).
As such, the BNM is of the view that the output gap which is the difference between the actual
output level and the potential output level is likely to be marginally negative in 2019. Against a
backdrop of lower inflation rate in 2019 and challenging external sector, we foresee the BNM would
reduce the Overnight Policy Rate (OPR) by 25 basis points to 3.00% whereby 7 May 2019 would
be the earliest date for the OPR cut.

Table 2: Malaysia’s potential growth

Year Potential Output Growth (%)
2017 5.0
2018e 5.0
2019F 4.6-5.1

Source: BNM Annual Report 2018

Despite rising external risks, the BNM opined that the financial stability risks are broadly stable.
Nonetheless, the BNM appears to be cautious on the property sector especially in the office space
and shopping complex segment. This is in light of rising incoming supply for the sector. As for non-
financial corporations, sectors that warrants for a close scrutiny would be Oil & Gas, property-
related and construction sectors. Therefore, in view of the recent weaknesses in corporate earnings
in the 4Q2018, credit risks in the non-financial corporation is expected to be elevated. Key financial
metrics such as Debt-to-Equity (DE) and Interest Coverage Ratio (ICR) should be closely monitored.
As of 2018, DE and ICR stood at 49.3% and 7.2 times from 47% and 9.1 times in 2017. This showed
that business credit worthiness appears deteriorating. All in all, the overall outlook is cautious.
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Chart 1: Debt-to-Equity (DE) ratio
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Chart 2: Interest Coverage Ratio (ICR)
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Table 3: Outlook of Risks to Domestic Financial Stability
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Table 4: Key financial indicators

Al ]
2014 | 2008 | 2006 | 2007 | 2008p
%h for atherwise stated)
Banking System
Total Capital Ratio 159 16.6 16,5 17.8 17.4
Tier 1 Capital Ratio 14.0 14.2 14.0 14.9 13.9
Cormman Equity Tier 1 Gapital Ratio 133 13.3 131 14.0 13.1
Raturn on Assels 1.5 1.3 1.3 1.5 1.4
Raturm on E 15.2 12.3 125 131 12.6
Liuild Assadts o Tobal Assalts 133 - - -
Lbcuaed Assats to Shorl-tarmm Labilibes 42,6 - - -
Licuaclity Coverage Hatio? . 127.4 124.3 134.9 143.2
et Impaired Loans Ratio 1.2 12 1.2 1.1 0.8
uwmummﬂuhmmdmm
Ll 14 1.2 1.1 1.0 1.1
Met Open Position in FC to Capital Base A7 (] £.3 &1 5.8
Equity Holdings to Capital Base 1.4 o.r 1.5 1.0 0.6
Insuwrance and Takaful Sector
Capital Adequacy Ratic 243.5 2452 243.1 233.0 244.0
Life Insurance and Family Takahl
Excess Incomea ovar M?J billion) 13.8 12.0 133 18.0 9.5
New Business Pramiem / Contribution (AM billlan) 12.8 13.2 14.2 15.1 15.8
Capdital Adeguacy Fatic® 2358 2425 2a8.4 2262 2TA
Gianeral Insurance and General Takaful
Undﬁmkgnpmaﬂ (A8 Esillican) 1.8 1.3 1.8 1.4 1.8
Operating Profit (M billion) 32 27 8.4 27 a.0
Groas Direct Pramium / Cantribution (RM billion) 19.1 10.6 19,7 10.9 20.4
Claims Ratio 57.5 602 656.9 58.6 56.5
Capital Adequacy Ratic? i 258.2 266.2 2688 2767
Household (HH) Sector
HH Debt (RM billicn) 0527 1,023.2 1,0B80.5 1,133.8 1,187.3
HH Financial Asset (AM hillion) 20150 21193 22324 24205 2 5405
HH Dabit-to-GOP Hatio BE.1 8.4 Br.H 8318 83.0
HH Financial Asset o Total HH Debt Ratio 211.5 2071 206.6 235 4.0
HH Ligued Financial Asset to Tolal HH Debt Ratio 148.7 143.4 141.4 145.7 143.1
Impaired Loans Ratio of HH Sector 1.7 15 1.5 1.4 1.2
Businass Sactor
Retum on Assais &0 49 4.6 4.4 36
Returm on Equ 10.2 2B 7.9 7.7 6T
Debit-to-Equity 3.2 432 43.0 4a7.0 49.3
Interast Gouamga Rafic (timses) 12.0 106 115 9.1 7.2
15.9 148 14.5 14.5 12.8
mwm Ratio of Business Sector 2.6 25 25 26 23
Davelo Il-'mlal Institutions?
1:0 e Soom{% ahangs) 7.0 5.5 5.7 0.1 -0.3
change) 53 2.0 6.4 4.8 1.8
Impained Lﬂa'ls 5.0 48 5.9 &1 5.8
Retum on Assets 1.6 1.4 1.0 1.4 1.5

' Tha Liguicity Coverga Faio (LCHR) Fasmawon: inkes affact on 1 Juna 2015 and supensacs tha guidalines on Liquicity Frormeson and Liouicity Frameeos |
i on 1 Juky 1008

= FunTwﬂ4um1?mmmmmmm Figuras in 2018 sfiloct The capial posison afar S spmng of composhio
BoanEsas, hance, Hhay am not oomparmbla wilh thase in 2042017

*  Fiafrs Io devalopmeant financlal s futions undar tha Dovwlopmant Financlal instiutions Act 3002

wal’_mlmqmm“bml’g

Source: Financial Stability and Payment Systems Report 2018
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Produced and issued by BANK ISLAM MALAYSIA BERHAD (Bank Islam) for private circulation only or for distribution under circumstances permitted by
applicable laws. All information, opinions and estimates contained herein have been compiled or arrived at based on sources and assumptions believed to
be reliable and in good faith at the time of issue of this document. This document is for information purposes only and has no regard to the specific
investment objectives, financial situation or particular needs of any specific recipient. No representation or warranty, expressed or implied is made as to
its adequacy, accuracy, completeness or correctness. All opinions and the content of this document are subject to change without notice and may differ or
be contrary to opinions expressed by other business areas or groups of Bank Islam as a result of using different assumptions and criteria. No part of this

document may be used, reproduced, distributed or published in any form or for any purpose without Bank Islam’s prior written permission
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