
Malaysia

The economy contracted more sharply than expected in the first half of 2009, the result of a plunge 
in exports that spread to domestic demand such that both fixed investment and private consumption 
fell. Government action to mitigate the decline included two fiscal stimulus packages (though a few 
of the measures got off to a slow start), an easing of monetary policy, and a relaxation of local-equity 
requirements for some foreign investment. The GDP contraction forecast for 2009 in this Update is steeper 
than anticipated in March, and the recovery in 2010 a shade slower than was then projected. Inflation is 
predicted to remain low and current account surpluses high in both years.

Updated assessment
Against the backdrop of the severe slump in global trade, GDP contracted 
by a steep 6.2% year on year in the first quarter of 2009. (The economy is 
particularly sensitive to changes in world trade: exports and imports of 
goods and services are equivalent to more than 100% of GDP.) The output 
decline eased to 3.9% in the second quarter (Figure 3.6.1). During the 
first 6 months of this year, the economy contracted by 5.1% in a broad-
based downturn that saw weakness spread from exports to investment 
and private consumption (Figure 3.6.2). Only a decline in imports and 
increased government consumption provided some offset.

Exports in volume terms fell by 16.3% in the first half of 2009 from the 
prior-year period, reflecting dwindling demand from most of Malaysia’s 
important export markets. This was, however, offset by a 21.5% fall in 
import volumes, and thus net exports registered growth for the period. 
Fixed investment contracted by 10.3%, a sign that many firms deferred 
or canceled proposed investments, seeking to safeguard their balance 
sheets. Private consumption, which accounts for around one half of GDP, 
declined by 0.1% on account of a fall in disposable incomes in several 
sectors of the economy.

Manufacturing, which is dominated by the export-oriented electrical 
and electronics subsector, contracted by 16.2% in the January–June period 
in tandem with the downturn in external demand. Falling global prices 
for palm oil and other agricultural commodities led to reductions in 
production, such that agricultural output fell by 2.0%. In contrast, the 
services sector grew by a marginal 0.7%.

The more moderate pace of GDP contraction during the second 
quarter owed much to increased public expenditure and growth in 
private consumption. Public consumption rose by 1.0% in the quarter 
as the Government implemented two fiscal stimulus packages, the first 
drawn up in November 2008 and a second, larger set of measures in 
March 2009. The higher public spending, together with some stabilization 
in the labor market and lower consumer prices, improved consumer 
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sentiment and led to a 0.5% increase in private consumption, after a 
decline of 0.7% in the first quarter. 

All production sectors performed better in the second quarter than 
the first. Services recorded slight growth due to a pickup in finance and 
insurance activity. The rate of decline in mining moderated because of 
smaller cuts in output of crude oil and natural gas. Construction activity 
expanded by 2.8%, supported by stimulus measures, and the contraction 
in manufacturing eased owing to the pickup in exports and increased 
inventory replenishments following significant cuts in production 
and inventory drawdowns in the first quarter. Month-on-month 
manufacturing activity strengthened by 2.9% in June 2009 (Figure 3.6.3).

Reflecting the economic slump, the number of people employed fell 
slightly from December 2008 to March 2009 and the unemployment rate 
increased from 3.1% to 4.0% during this period. More recent data point 
to a turnaround in some labor market indicators: the number of new job 
vacancies exceeded the number of jobseekers at end-June 2009. Apart 
from agriculture, where seasonal factors dominate employment patterns, 
all sectors recorded increased vacancies. Manufacturing, which employs 
around 20% of the workforce, saw the largest upturn.

Inflation has decelerated sharply from a peak of 8.5% in July–August 
2008 (year on year), so that the consumer price index rose by just 1.7% 
in the first 7 months of 2009. Indeed, the index declined by 2.4% from 
its year-earlier levels in July 2009 (Figure 3.6.4) due to falling global 
commodity prices, slower domestic demand, and the base effect of an 
increase in administered fuel prices in June 2008. However, on a month-
on-month basis consumer prices edged up by 0.1% in July, suggesting an 
easing in deflation pressures.

Available data for the first quarter of 2009 show a large current 
account surplus of $8.6 billion (20.2% of GDP), up $1.4 billion from the 
corresponding period of 2008. This rise was mainly due to a higher 
surplus in the trade and services accounts, which reinforced a narrower 
deficit in the income and transfer accounts. Merchandise exports fell 
by 20% on account of a slowdown in global demand for electrical and 
electronic products and lower prices for palm oil, liquefied natural 
gas, and crude oil. The export decline was more than offset by a 25% 
contraction in merchandise imports stemming, in large measure, from a 
steeper drop in imports of intermediate goods, most of which are used in 
making electrical and electronic goods.

The improvement in the services account was mainly attributable to 
lower net payments on freight and other services; tourism receipts 
remained stable. The narrower deficit in the income account was due 
to lower net payments on investment income, while the more moderate 
deficit in the transfer account was due to lower remittances sent abroad 
by foreign workers in Malaysia. The higher current account surplus 
was, however, partly offset by a wider deficit on the financial account as 
significantly higher net outflows of portfolio investment outweighed a 
more modest net inflow of foreign direct investment. As a result of these 
developments, the overall balance-of-payments surplus fell to $895 million 
at end-March 2009 from $15.3 billion in March 2008.

Trade data for the first 6 months of 2009 show that the trade surplus 
in the second quarter narrowed from the first quarter because the 
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3.6.5 Trade growth
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year-on-year contraction in exports outpaced that of imports. However, 
month-on-month data indicate that both exports and imports have picked 
up since February (Figure 3.6.5 above), with import growth generally 
outpacing that of exports. International reserves at mid-August amounted 
to $91.4 billion, a comfortable 9 months of retained imports and 3.8 times 
short-term external debt.

In response to the deteriorating domestic economy and slowing 
inflation, Bank Negara Malaysia, the central bank, reduced its policy 
interest rate in steps from 3.5% at the beginning of November 2008 to 
2.0% in February 2009, and its reserve ratio for commercial banks to 
a record low of 1.0% from 3.5% in November 2008. A trade-weighted 
depreciation of the currency has further relaxed financial conditions. 
The monetary authorities said in July that the easing of monetary policy, 
coupled with the two fiscal stimulus packages, are sufficient to support 
economic activity.

The financial system remains liquid: year-on-year growth in deposits 
and loans stood at 6.2% and 8.4%, respectively, in July 2009. Banking 
system capitalization is healthy: the risk-weighted capital-adequacy 
ratio rose to 14.2% in July 2009 from 12.6% in December 2008. The net 
nonperforming loan ratio fell slightly to 2.1% in June 2009 from that at 
end-2008.

The ringgit, having depreciated by 5.2% against the United States (US) 
dollar between end-2008 and end-March 2009—when increased risk 
aversion and deleveraging by international investors increased demand 
for US dollars—then appreciated by 3.6% up to end-August 2009. The 
strengthening of the ringgit was mainly due to an easing in risk aversion 
following signs of stabilization of some US economic indicators, and 
growing confidence that the global economic downturn had bottomed. 
Having remained broadly stable during the first quarter of 2009, the 
Kuala Lumpur Composite Index of stock prices increased by 34.5% 
through end-August 2009, reflecting lower risk perceptions on emerging 
market assets, a recovery in commodity prices, and a government 
decision to liberalize some investment (Box 3.6.1).

Yields on government bonds, which stayed remarkably stable amid the 
turmoil in global financial markets, edged up as the Government raised 
debt issuance to finance the fiscal deficit. Spreads on credit default swaps 
fell from 230.1 basis points at end-2008 to 97.0 basis points at end-August 
2009 (Figure 3.6.6). 

As for the fiscal stimulus, an RM7 billion package in November 
2008 was followed in March 2009 by a larger RM60 billion (9% of GDP) 
set of measures to be disbursed over 2009 and 2010. The second package 
mainly involves additional direct budget spending and guarantee funds 
for corporations, especially small and medium-sized enterprises. It also 
provides funding for public–private partnerships and other off-budget 
projects, and includes some tax breaks.

During the first half of 2009, revenue collection came in at 47% of 
budgeted receipts. Operational and development expenditures were 46% 
and 36%, respectively, of budgeted amounts, indicating delays in rolling 
out some of the fiscal stimulus. The full-year budget deficit is projected to 
exceed the target of 7.6% of GDP given that the economy has contracted 
more severely than the Government envisaged.

3.6.1 Boosting competitiveness 

In an effort to improve the efficiency of 
the economy and promote investment, 
particularly in the services sector, the 
Government made several changes to 
investment regulations in the first half 
of 2009. 

Among other moves, it relaxed 
a 30% bumiputra (ethnic Malay) 
equity requirement for investment in 
27 services subsectors, including health 
and social services, tourism, transport 
services, and business services.

The economy has in recent years 
recorded a surplus on the external 
services account, but this stemmed 
largely from growth in tourism. 
There have been persistent deficits 
in the transport and other services 
category: the latter includes all services 
subsectors not related to transport and 
travel, a number of which are covered 
under the new investment policy.

In other changes, the Government 
reduced the minimum stake to be 
reserved for bumiputra investors in 
initial public offerings to 12.5% from 
30%, and eased rules on foreign 
investors buying stakes in Malaysian 
companies and property. 

Furthermore, the central bank 
liberalized foreign investment in 
financial companies to support 
finance sector growth, which has 
averaged 8.8% a year in the past 
3 years. Changes cover the issuance 
of new licenses; increases in foreign 
equity limits; and greater operational 
flexibility for locally incorporated 
foreign commercial banks, insurance 
companies, and takaful (Islamic 
insurance) operators. 

One emphasis of the reforms 
has been to promote Malaysia as an 
international Islamic financial hub. 
Over the next 3 years, the central bank 
plans to issue new licenses for two 
Islamic banks, five commercial banks, 
and two Islamic insurance institutions. 

Islamic finance is increasingly seen 
as providing stability to the financial 
system by anchoring banking practices 
to underlying economic transactions 
and by limiting leverage.
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The ratio of central government debt to GDP, at 48% of GDP in June 
(Figure 3.6.7), is relatively high and market concerns over the size of the 
deficit and an apparent lack of a fiscal consolidation plan led to the first 
local currency debt downgrade since the 1997–98 Asian financial crisis. 
Fitch rating agency in June 2009 lowered Malaysia’s long-term local 
currency rating from A+ to A, citing a rise in the overall and primary 
deficits, falling government revenue, and slow progress in implementing 
revenue reforms. Fitch maintained Malaysia’s long-term foreign currency 
rating at A- with a stable outlook. Most of the public sector debt is 
domestic debt—only 4% was external debt at end-June 2009.

Prospects
The forecasts are predicated on the authorities maintaining an 
expansionary fiscal policy during 2009 and into 2010, and the fiscal 
stimulus gaining traction from the second half of 2009 (given its 
generally slow start). Monetary policy is expected to remain broadly 
accommodative, with the policy interest rate remaining unchanged 
for the remainder of 2009 in a context of muted inflation and excess 
production capacity. In view of the economy’s heavy reliance on global 
demand, growth prospects will, to a large extent, be influenced by 
external developments. 

In this regard, deep and prolonged contractions in the US, Japan, 
and eurozone will suppress Malaysia’s exports because together 
these economies absorb around 35% of its exports. Moreover, GDP in 
Singapore, the country’s largest trading partner, will contract sharply in 
2009, implying that growth in Malaysia will remain below trend during 
the forecast period.

GDP now is expected to shrink by 3.1% in 2009, revised from 
a forecast decline of 0.2% in March’s Asian Development Outlook 
2009 (ADO 2009), mainly because the deep slump in world trade and 
commodity prices had a much bigger impact on Malaysia than expected. 
However, the first-quarter contraction of 6.2% was likely the bottom 
of the recession, and prospects appear to have been picking up from 
the second quarter. The Government’s index of leading and coincident 
indicators showed month-on-month gains in June, while the 6-month 
smoothed growth rate of both indexes also improved from May to June 
(Figure 3.6.8). Consumption growth is likely to gradually strengthen 
during the rest of 2009 as a consequence of a firmer labor market and 
low inflation.

While exports are seen continuing to contract year on year, albeit at 
a declining rate, they are expected to pick up month on month, given the 
inventory buildup in the US. Imports on the latter basis are likely to rise 
faster than exports in the context of Malaysia’s dependence on imported 
inputs for its export industries and a pickup in consumer confidence. The 
external sector is therefore likely to remain a drag on GDP. Although 
business sentiment is set to gradually improve over the rest of 2009, 
private investment will remain in negative territory due to excess capacity 
in the economy.

Inflation pressures are forecast to remain subdued through 2009, 
reflecting soft domestic demand, excess capacity, lower imported 
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3.6.7 Public finance indicators
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3.6.8 Growth of leading and coincident 
indexes
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3.6.11 Current account balance
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3.6.10 Annual inflation
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3.6.9 GDP growth
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3.6.1 Selected economic indicators (%)

2009 2010

ADO 
2009

Update ADO 
2009

Update

GDP growth -0.2 -3.1 4.4 4.2

Inflation 1.5 1.1 2.4 2.6

Current acct. bal. 
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14.0 14.0 13.8 12.5

Source: Staff estimates. 

inflation, and the base effect of high consumer prices in 2008. However, 
monthly data show signs of inflation picking up and, in the context of 
the expansionary monetary and fiscal policies, the economy is unlikely to 
remain in deflation for long. Average inflation this year is forecast at 1.1%, 
a touch lower than projected in ADO 2009.

The current account surplus will decline, but in 2009 it will remain 
large at about 14.0% of GDP (unchanged from the March forecast). 
Both exports and imports will contract this year, but exports by more. 
Consequently, the trade surplus will fall.

Year-on-year GDP growth is likely to return toward end-2009 
and gradually pick up to average 4.2% for 2010 (Figure 3.6.9), slightly 
lower than expected in ADO 2009. The outlook is underpinned by the 
Government’s fiscal stimulus and the expected recovery in world trade 
and commodity prices. Domestic demand will strengthen in 2010 as 
improved labor market conditions lead to higher private consumption, 
while a gradual closing of the output gap will encourage some increase in 
private investment toward the end of next year.

Public investment will be supported by spending under the fiscal 
stimulus packages. Investment-to-GDP ratios will, nevertheless, remain 
modest compared with those of recent years as the output gap will remain 
large. The pace of recovery would have been faster were it not for the fact 
that the expected pickup in exports and domestic demand will lead to a 
significant increase in consumer, intermediate, and capital goods imports, 
which will generate a further deterioration in the net external balance 
and continue to be a drag on GDP growth.

Inflation is projected to gather pace to average 2.6% in 2010 
(Figure 3.6.10), reflecting higher domestic demand, a rise in global 
nonfuel commodity prices, and the disappearance from the year-on-year 
comparison of the steep drop in commodity prices. 

In the external accounts, a decline in the trade surplus following 
an expected rise in imports is forecast to moderate the current account 
surplus to 12.5% of GDP in 2010 (Figure 3.6.11). The services balance 
should improve as a stronger global economy leads to an increase in 
tourist arrivals, but the deficit in the income account will likely widen if 
outflows of profit remittances and dividend payments increase, pacing the 
economic recovery. 

The main risk to these forecasts involves the nature and duration of 
the global recession. If global demand is weaker than assumed in this 
Update, the prospects for Malaysia’s exports and therefore its economy 
will be eroded. The country’s high level of external reserves and its strong 
banking sector would position it relatively well to deal with any renewed 
bout of global financial instability, provided that it was short. 

On the domestic front, there is a risk that slow disbursement of the 
fiscal stimulus measures could undermine confidence and demand. If 
the global recovery in 2010 gains momentum and leads to stronger than 
expected domestic demand, monetary policy could tighten abruptly 
and interest rates could rise quickly before the output gap begins to 
close. This, in turn, could hurt domestic consumer confidence and slow 
the economic recovery.
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