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Malaysia's economy continues to post strong domestic demand-led expansion, and we

remain confident that the ongoing reform efforts and the economic transformation

programme will continue to support strong medium-term growth. We forecast real GDP

to grow by 4.5% in 2014, slightly below consensus estimates of 5.1%, as we expect

weakening Chinese import demand and cooling domestic liquidity conditions to

undermine external and domestic demand respectively. Malaysia's fiscal deficit came in

at 3.9% of GDP in 2013, the lowest level since 2007, thanks to large subsidy reductions.

We expect the deficit to narrow further in 2014 to 3.6% of GDP, and believe that the

government's aim of returning the country to a long-overdue budget balance by 2020 is

very much on track. BNM held its benchmark interest rate at 3.0% at its May monetary

policy meeting, in line with broad-based expectations for no change in borrowing costs.

Consensus expectations, however, are heavily biased in favour of a H214 hike, which

we do not expect to see. While we acknowledge that consumer price inflation is slightly

elevated, coming in at 3.5% y-o-y in March, making real interest rates negative, more

forward-looking indicators suggest that inflationary pressures will subside over the

coming months and quarters.

A bullish technical picture, cheap valuations, rising real interest rates and strong real

GDP growth should all contribute to an appreciating ringgit over the coming quarters.

We continue to forecast the ringgit to appreciate to MYR3.1100/USD by end-2014 and

MYR2.9500/ USD by end-2015. Given our broad-based bullish view on the US dollar,

though, we continue to see MYR gains being greatest against non-USD developed

market FX.
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The debate over the possible introduction of Hudud law in Malaysia's Kelantan

state continues to rage on, stoking tensions between political parties as well as Muslim

and non-Muslim voters. The Hudud debate is likely to see the politicisation of Islam rise

over the coming years in the lead up to the general election in 2018 as the ruling UMNO

(United Malays National Organisation) and opposition PAS (Pan-Malaysian Islamic

Party) compete for the Muslim vote.

Major Forecast Changes

We have not made any significant changes to our forecasts since the Q314 Business

Forecast Report. We continue to see real GDP growth easing yet remaining strong,

waning inflationary pressures, a narrowing current account deficit, further fiscal

consolidation, and a strengthening currency over the coming quarters.
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