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MALAYSIA

A MEDIUM-TERM FISCAL STRATEGY:

Malaysia has embarked upon an ambitious consolidation strategy: the authorities aim to reduce the
federal fiscal deficit from about 4.0 percent of GDP in 2013 to about 3 percent in 2015, and about zero
by 20207 Under staff's baseline projections, this medium-term fiscal consolidation would lower the
federal debt-to-GDP ratio to about 40 percent by 2020, consistent with staff's recommended medium-
term debt target. Several measures have been announced in recent months, including gradual subsidy
rationalization starting in September 2013 and the introduction of a Goods and Services Tax (GST) in
April 2015. Implementation of these measures will play a key role in facilitating near-term fiscal
adjustment.

This paper provides a quantitative assessment of additional measures that will be needed during the
medium term in order to achieve Malaysia’s fiscal targets. It takes into account the projected decline in
oil-related revenues; higher non-discretionary spending on pensions; and other spending pressures. It
first identifies adjustment needs in the medium term. It then takes stock of potential revenue and
expenditure measures that can be used in designing a balanced, growth and equity-friendly
consolidation strategy.

A. Background

1. Overview. The Malaysian authorities have taken important steps in recent months to
reaffirm their commitment to sound public finances. Taking advantage of solid non-inflationary
growth, they adopted a gradualist strategy that combines multi-year fiscal consolidation with
decisive strengthening of macro-fiscal institutions. Their intention is to help restore fiscal buffers
that have diminished following their successful countercyclical responses to the global crisis. They
are cognizant of the need to gradually reduce reliance on declining (and volatile and pro-cyclical) oil
and gas revenues, introduce broad-based taxes, and improve the efficiency and equity of spending.

2. Fiscal targets. The authorities aim to lower the budget deficit to about 3 percent of GDP

by 2015, down from 4.0 percent in 2013, and to balance the budget by 2020. In this context,

the 2014 budget takes action along a number of fronts, including reduction in fuel subsidies, the
reform of social safety nets, and the introduction of a Goods and Services Tax (GST) in April 2015.
Complementary reforms include improved top-down macroeconomic control and the strengthening
of macro-fiscal management. Most notably, they created a high-level executive Fiscal Policy
Committee (FPC), supported by a new Fiscal Policy Office (FPO), to guide fiscal decision making.

! Prepared by Elif C. Arbatli (APD). The author would like to thank Martine Guerguil (FAD), Irineu de Carvalho Filho
(RES), Kenji Moriyama (SPR), Christian Saborowski (SPR) and Sampawende Jules Tapsoba (FAD) for very helpful
suggestions and comments.

? Staff estimates the fiscal deficit in 2013 to be about 4.3 percent of GDP based on the GFSM 2001 standard. Based
on the authorities modified cash-based accounting system, the 2013 deficit is below 4 percent of GDP. The difference
is attributable to differences in methodology/basis of recording and the treatment of certain items.
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3. Considerations. The authorities are aware of Malaysia’s relatively high public debt level, the
large share of foreign participation in Malaysian government securities markets, and of the
importance of sound public finances in shaping investor confidence. They plan to further elaborate,
quantify and communicate their medium term fiscal consolidation strategy. This paper aims to make
a modest contribution in the design of Malaysia’s multi-year fiscal strategy. It discusses the growth
and equity effects of different fiscal measures and tradeoffs involved. Depending on the authorities’
preferences, different choices are possible in designing a multi-year fiscal strategy.

4. Pace of adjustment. The same considerations over growth and equity of different fiscal
measures also help to shape policymakers’ choice of the pace of fiscal adjustment. An excessively
front-loaded consolidation can have significant growth and equity implications in the short run; on
the other hand, the large adjustment needs and shrinking fiscal buffers may question the credibility
of a predominantly back-loaded strategy. Some front-loading of measures may be necessary to
signal the authorities’ commitment to fiscal prudence. More generally, the outlook on external
conditions will be important in Malaysia’s consolidation strategy. Large share of foreign investors in
the government securities market leave Malaysia's public finances and the financing conditions
more exposed to external developments.

5. The role of fiscal reforms. The credibility of a gradual fiscal consolidation strategy can be
reinforced by the announcement of concrete structural fiscal reforms to be implemented in the
medium-term. Anchoring fiscal consolidation on structural fiscal reforms can help make the reforms
irreversible. For instance ad-hoc cuts in development spending or current spending could easily be
reversed in future years, whereas reforming social safety nets by introducing better targeted systems
could help deliver more effective social protection while also producing sustained fiscal savings.
Similarly ad-hoc fuel price adjustments are less sustainable than automatic, depoliticized price
adjustment mechanisms.

B. Adjustment Needs

6. Fiscal targets. Malaysia's medium term fiscal adjustment needs are pinned down by its fiscal
targets and rules. The objective of achieving a balanced budget by 2020 implies a consolidation of
about 4.0 percentage points of GDP in the headline federal deficit during 2014-2020, or 4.0-

4.1 percent of GDP in terms of the cyclically- adjusted primary balance. The authorities have also
reiterated their commitment to keep gross debt below 55 percent of GDP-their self-imposed debt
ceiling. Malaysia also adheres to a current balance rule, which requires that current balance
(revenues minus current spending) is always positive. Based on staff projections, the government
can meet its fiscal targets and fiscal rules by gradually reducing the deficit to zero under its baseline
growth and interest rate assumptions. The baseline growth assumptions reflect the effect of fiscal
consolidation on growth, which are expected to be mild®, with growth averaging 5 percent in the

? Fiscal multipliers are assumed to be about 0.3.
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medium-term. Growth projections should be revised appropriately if the fiscal measures are
expected to have a larger growth impact

7.

Protecting development spending. Adjustment will need to rely on higher revenues and

consolidation of current spending rather than cuts in development spending for several reasons:

8.

Malaysia has limited scope to cut public
investment: development spending has Consolidation Path in the Baseline
declined considerably as a share of GDP over
the past two years, but Malaysia needs to
continue investing in infrastructure and other
development priorities if it is to achieve its
growth and development goals by 2020.
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Malaysia's current fiscal balance has shrunk—it is expected to be only about 0.4 percent of GDP

in 2013, meaning that shocks to revenues or spending can easily pull the current balance into
negative territory.

Adjusting current spending and raising revenues. These considerations suggest a fiscal

consolidation that relies more on cuts in current spending and higher revenues. This strategy will
also help ensure that the current balance increases to a more comfortable level going forward.

9.

The role of structural factors. If unchecked, a number of factors will help drive up

Malaysia's fiscal deficit going forward. These factors call for the adoption of measures (above and
beyond the announced adjustment) in order to secure fiscal targets for 2020.

Declining oil-related revenues, driven primarily by the projected medium-term decline in oll
prices, will affect budgetary revenue from corporate income taxes, royalties, and export taxes.
Based on staff's projection of oil and gas production, and WEOQ projections for international oil
prices and assuming that PETRONAS dividends are maintained at constant levels, oil and gas
related revenues may decline by 1.5-2.0 percentage points of GDP during 2013-2020. The
dividend paid by PETRONAS is not determined based on a pre-determined formula and is not
linked to profits, which has to some extent helped shield the budget from movements in
international oil prices. Going forward, if PETRONAS dividend is linked more closely to profits,
the budget would have higher exposure to movements in international oil and gas prices.

* Estimates of public investment multipliers are in the 2-2.5 range.

4
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¢ Significant spending pressures from higher non-discretionary outlays on pensions; higher
spending on social security arrangements and healthcare as Malaysia reaches high income
status; obligations under PPP contracts; repayment of off-budget stimulus spending; and other
debt-like federal obligations, such as spending on the MRT, are expected to materialize in the
medium term. Although precise estimates of future spending pressures associated with these
obligations are not available, they can be important. For the purposes of illustration, we assume
that these obligations will increase spending by about 0.7-1 percentage points of GDP
during 2013-2020. Together with the 4.0-4.1 percentage points of adjustment in the primary
balance, the size of total measures to be identified is about 6.3-7.3 percent of GDP

C. Revenue Mobilization

In this section we analyze the structure of government revenues and concentrate on the tax structure
to assess the scope to raise revenues using different taxes. The results from this analysis are used as
input to determine the set of revenue side measures that can be used to support fiscal consolidation.

10. Tax revenues. Malaysia's tax revenues are low (15-16 percent of GDP in 2011-2012) relative
to other higher-middle income and high income countries, and have been declining. Excluding oil-
and gas-related tax revenues, Malaysia's federal tax ratio is about 12.2 percent of GDP, compared
with the average non-oil tax revenue of 22 and 33 percent of GDP in a sample of higher-middle
income and high income countries respectively in 2012. These comparisons point to the scope for
raising tax revenues, which puts Malaysia in a relatively more advantageous position relative to its
European peers, which already have high level of taxes. In other Asian countries, including Korea,
Thailand, Indonesia and Vietnam, we observe that tax revenues are also relatively low, which reflects
in part the smaller size of government in these countries relative to their European counterparts.’

Malaysia: Tax Revenues Non-Oil Tax Revenue and Expenditure
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Sources: CEIC Data Co. Ltd.; and IMF staff calculations. Source: Torres, 2013.

> A fuller analysis of the optimal mix of oil- and non-oil taxes in Malaysia is beyond the scope of this paper.
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11. The role of direct income taxes. Malaysia's tax structure relies heavily on direct income
taxes, especially on corporations, while indirect taxation is underutilized. The ratio of direct
(excluding oil and gas income taxes) to indirect taxes in Malaysia is 2.4, while the median in upper-
middle income and high income countries are 1 and 2 respectively. Malaysia used to rely more on
indirect taxes, especially from international trade, but these declined considerably during 1980-2000
following trade liberalization and a gradual decline in imports as a share of GDP.® While the decline
in international trade taxes was common across many peer countries following trade liberalization, it
was typically offset, though only partially, by the introduction of income and consumption taxes.’ In
Malaysia, by contrast, lower trade revenues were partially offset by higher corporate income taxes,
especially on oil and gas companies, which probably reduced the urgency of raising domestic
indirect taxes. As described below, this was reinforced by the increase in rents from hydrocarbon
wealth (non-tax revenues, including dividends from PETRONAS and royalties), which rose
substantially in the 2000s.

Malaysia: Tax and Nontax Revenues Malaysia: International Trade Taxes
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12. Desired taxation levels. The appropriate

level and composition of taxation depends on a Zﬁ'ﬁe‘ff;ifo‘ié".fp'i“’ change in Taxes uring 1990-2011
wide range of country-specific factors. These 1o mTiade CiGoodsand services Ciincome MEOther —Total
include societal choices over the size of :

government, its political economy, equity and
efficiency principles, capacity to administer taxes,
and the availability of alternative sources of
revenues. The size of tax revenues depend on the
size of government through the budget constraint

and the size of government varies considerably
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Sources: IMF, FAD Revenue Database; and IMF staff calculations.

® Indirect taxes in Malaysia declined from about 9.7 percent of GDP on average during 1980-1984 to 3.7 percent of
GDP by 2012, driven entirely by a 6 percentage points of GDP decline in international trade taxes since 1980.

7 See Baunsgaard and Keen (2010) for an analysis of how and to what extent developing and emerging market
economies have replaced the decline in trade taxes with other taxes.
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across countries and regions. Tax revenues may also depend on the capacity of the government to
collect taxes. Tax administrations are typically stronger in higher income countries and the revenue
base also tends to be larger®. There might also be different political and societal preferences over
the level and composition of taxation that reflect different preferences over equity and efficiency.
Finally, some countries may have large non-tax revenues, for instance due to natural resource
revenues, which may reduce the need to rely on taxes.

13. Tax potential. In this context, it is useful to distinguish between the potential to raise certain
types of tax revenues and whether it is optimal to do so. The starting point of our analysis is to
identify, based on different methods, the scope or potential to raise additional revenues in Malaysia
from different types of taxes. We first consider an assessment of potential tax revenues based on a
peer-based analysis of tax gaps. We supplement this with a direct look at the current level of tax
rates and the tax base in Malaysia. We then discuss the growth and equity implications of using
alternative taxes and the trade-offs involved.

14. Tax gap analysis. Cross-country tax gap

analysis is used to assess the potential to raise bt

revenues. We compare Malaysia's tax revenues with ‘ i High and middle-highincome sample 1 Full sample

the average of its peers, controlling for a range of ?

characteristics relevant for tax revenues. We use the i J
cross-country database on different tax revenues 0 e

in 2012 constructed in Torres (2013)° and a linear 1

regression model for different types of taxes. We 2

compare the predicted tax revenues from the ?

regression model with Malaysia’s actual revenues ¥ cometaes Poyrolltnes  Othertares Toxeson goods  Totl s
in 2012. The difference between the predicted and ndservess

actual taxes is interpreted as a "tax gap.” The

regression controls for income per capita, the old-age dependency ratio, exports of oil and gas,*
and also includes dummies for geographical regions to capture other unobserved regional
characteristics."* The control variables have the expected sign and are included in the regression if
they are significant at the 10 percent level. We use two different samples, one only higher-middle
income and high income countries and the other all countries, to check robustness.

8 For instance, due to differences in the level of informality.
% This database was also used in the 2013 Fiscal Monitor to estimate tax gaps.

10 . . .

We control for exports of oil and gas to account for the fact that countries with resource revenues tend to rely less
on non-resource tax revenues. Our results for Malaysia, therefore already account for the fact that it also relies on
resource revenues.

! See Tables 1.1 and 1.2 in the Appendix for detailed regression results.

INTERNATIONAL MONETARY FUND 7




MALAYSIA

The tax gap analysis suggests that there is considerable scope to raise Malaysia’s indirect tax
revenues. The predicted norm for Malaysia's consumption taxes is 6-6.3 percent of GDP, which
suggests a gap of 2.7-3 percentage points. The predicted norm for direct income taxes, on the other
hand, are lower than the current level of income taxes in Malaysia, suggesting that Malaysia does
not have much scope to raise income taxes. The relatively high level of income taxes in Malaysia is
due to corporate income taxes, while personal income taxes are relatively low. The regression model
for other taxes, which mainly captures property taxes, does not have a high explanatory power and
predicts a gap of only 0.1-0.2 percent of GDP for Malaysia. Given that property taxes are typically
underutilized across all countries, the peer-based analysis may also underestimate the potential for
using these taxes for revenue mobilization.

15. Analysis of tax potential. We also consider the potential to raise revenues from different
taxes based on an assessment of current tax rates and the tax base in Malaysia. A country can raise
higher revenues by increasing tax rates, broadening the tax base, or improving tax administration.
Given that the latter is hard to estimate, we concentrate on the first two

¢ Consumption taxes. Starting with the GST, we can project its revenue yield using a range of
reasonable C-efficiency ratios and tax rates™. Based on a range of 0.5-0.7 for the C-efficiency
ratio, the GST under the proposed rate of 6 percent would yield 1.9-2.6 percent of GDP, for a net
revenue gain of 0.3-1 percentage points (the GST would replace current sales and service taxes
yielding 1.6 percent of GDP). If the GST rate is set higher, at say10 percent, the net revenue gain
can be 1.5-2.8 percentage points instead. While the set of exempt and zero-rated goods is not
unusually large; it is still significant and increasing the revenue base through reducing
exemptions and multiple rates can be considered going forward. The proposed GST rate of
6 percent is relatively low and is not likely to have a large initial revenue impact; however,
instituting the GST is, itself an important step, since its parameters can be adjusted over time
once the tax is operational. In fact many countries have increased VAT rates after its
introduction.

e Corporate income taxes. Malaysia’'s tax system features a relatively high corporate income tax
(CIT) rate and a range of tax incentives which narrow the tax base considerably. The authorities
are currently conducting a cost-benefit analysis of existing incentives, which can inform future
policy decisions on the granting of incentives and potentially help rationalize inefficient
incentives. Although an estimate of total tax expenditures is not available, reducing some
exemptions can certainly help raise revenues going forward. The relatively high CIT rate makes it
difficult to raise it further and, in fact, the 2014 Budget announced that the CIT rate will be
reduced by 1 percentage points in 2016, as an offsetting measure for the GST. We assume that
rationalizing tax incentives could deliver up to 0.5 percent of GDP in fiscal savings, while

2 The c-efficiency ratio is the ratio of actual VAT revenues to the potential revenue base which is total consumption
times the standard VAT rate. The c-efficiency ratio would be 1 if there were no exempt goods or multiple rates and if
there were no tax avoidance. The c-efficiency ratio therefore reflects the productivity of the VAT.
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recognizing the inherent uncertainty in these estimates. The authorities could also consider
reducing the CIT rate further while rationalizing tax incentives, in a revenue-neutral manner that

improves the efficiency of the corporate income tax system and raises investment and economic

growth.

Gross Revenue Yield From GST Under Different Parameters
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Selected Countries: Top Corporate Income Tax Rate, 2013
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e Personal income tax. Revenues from personal

income taxes (PIT) in Malaysia are relatively low Personal Income Tax Rate For Different Income
. Groups—Current versus New Schedule
at 2.4 percent of GDP. This seems to reflect 2

relatively low tax rates, in particular at the top %
of the income distribution. Based on the 2012
Household Income Survey, the top decile of
households earns 32 percent of total household

incomes and pays an effective income tax > ~—Average PIT tax rate, current schedlle

. 13 — Average PIT tax rate, proposed schedule
ranging between 15-25 percent.” The 2014 o = e eeecconas
budget announced that the PIT rates will be NY23E8588 558 825585582
reduced across the board, including for the top Annualincome (in ringgit)

of the distribution, by 1-3 percentage points.

The new measure will also add new tax brackets at the top of the distribution, potentially
allowing for more progressivity. Although the new schedule of PIT rates gives a larger tax relief
(in percent) to lower and middle-income households, the improvement in progressivity is not
very significant and the bulk of the revenue foregone will be due to lower taxes on high income
households. Given Malaysia’s relatively low PIT rates, these could be further raised for the top
income brackets going forward.

e Property and wealth taxes. These are relatively

|OW in Malaysia (1 1 percent) Of GDP and are OECD Countries and Malaysia: Average Property/Wealth Taxes,
. ’ ) 2000-2011

transaction-based (the property gains tax and n percent of GOP)

stamp duties). Low yields are due to the fact a0 | MmRCUTENTINESOn oAb CProperty H

35 | Estate,inheritance, and gift taxes

that there are no recurrent taxes on property or 1o | EmTaeson financial andcapitl ransactons
other wealth. From an efficiency point of view, it 2

20

is not desirable to use transaction taxes, s
although there might be other considerations— w0
for example transaction taxes on property sales 00

could be used to cool down a frothy property
market. Instituting recurrent taxes on wealth

Source: Organisation for Economic Co-operation (OECD).

would be a progressive and more growth-

friendly measure that could be used in Malaysia. Although it is hard to estimate the potential
revenue yield from such a measure, we assume that property taxes can generate 0.3-0.5 percent
of GDP in additional revenues, which is a conservative assumption based on median recurrent
taxes on property in OECD countries (at 1 percent of GDP).

3 In this calculation, we assume that there is a single income earner in each household, which is unlikely to be true in
particular for the higher income household groups. This effective income tax rate can therefore be interpreted as a
higher bound.
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e Non-tax revenues. While Malaysia’s revenue
effort relies mainly on tax revenues, non-tax (n percent o_ff::zmsmm
revenues are also sizable and have increased B0l andgs ogaties = 20
over the past decade. The share of non-tax evarton ,
revenues has increased since 2000, driven S
mainly by rising oil prices,* and has stabilized
at around 30 percent of total revenues
during 2006-2010. Since then its share has
declined and in 2012 it was about 25 percent.

The significant role of non-tax revenues is also Sources

Share of Nontax and Oil- and Gas-Related Revenues

©

O R N W A U O N ®©

consistent with the dependence on oil-and-gas
related revenues in Malaysia. Oil and gas related revenues is about one-third of total and is
composed mainly of the company income tax and the PETRONAS dividend. Although there may
be scope to also increase revenues through adjusting oil and gas related taxes, in this paper we
concentrate on the non-oil tax revenues given that one of the overarching goals of the
consolidation strategy should be to reduce reliance on oil and gas related revenues. Secondly,
the taxation of oil and gas sector requires a more detailed and customized analysis and is
beyond the scope of this paper.

D. Expenditure Measures

16. Subsidy rationalization. This is acknowledged as having the greatest potential to generate
large and immediate fiscal savings to support Malaysia’s consolidation strategy. The subsidy bill
increased significantly during the 2000s, driven by rising international fuel prices; and reached

4.7 percent of GDP in 2012-13. The authorities have already increased fuel prices in September
which is expected to reduce subsidies by 0.4-0.5 percent of GDP in 2014. Part of the savings will be
used to fund direct cash transfers to low and medium-income households. Gradually raising
domestic prices to reach parity with international prices and adopting an automatic pricing
mechanism would ensure that the fiscal savings from subsidy rationalization is locked in and
remains sustainable. Gradual phasing of fuel subsidy rationalization as opposed to an immediate
one-shot adjustment has been more effective in other countries through spreading the impact of
reforms on growth and inflation over a longer period of time. Therefore ensuring that the subsidy
rationalization is gradual would be important to ensure the successful adoption of subsidy reform. A
recent IMF paper (IMF (20013a) also highlights the importance of a comprehensive energy sector
reform plan which entails clear and long-term objectives for the broader energy sector. In Malaysia,
this entails designing its subsidy reform strategy to also address gas and electricity subsidies.
Malaysia already took measures to reduce electricity subsidies, by increasing tariffs for electricity
effective January 2014 and it plans to reduce gas subsidies as well. While these subsidies are mainly

Y The largest component of non-tax revenues is PETRONAS dividends, followed by licenses and permits and oil and
gas royalties.
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implicit subsidies (i.e. not fully reflected on the government’s fiscal accounts), reducing them would
have a positive impact on revenues through improved profitability of PETRONAS. Fiscal savings from
fuel subsidy rationalization could be in the range of 2.2-2.7 percent of GDP, taking into account the
offsetting direct cash transfers. The authorities have also fully eliminated sugar subsidies. Other
potential measures include rationalizing other subsidies such as subsidies on cooking oil, rice and
flour.

17. Public sector wage bill. Containing growth in the public sector wage bill can also support
the consolidation effort. The wage bill increased by 0.9 percentage points since 2008 to 6.2 percent
of GDP, reflecting improvements in the salary scheme, a time-based promotion scheme for teachers,
and additional bonus payments. Restricting hiring to essential personnel and limiting the
establishment of new posts (as already adopted by the authorities) can help going forward. One
area where it may be feasible generate savings is emolument spending in education, which accounts
for close to 50 percent of total federal government spending on emoluments. Malaysia’s Education
Blueprint notes that the student to teacher ratio in Malaysia is high compared to other countries in
the region and highlights the importance of the quality of teachers as opposed to class size in
improving educational outcomes

18. The efficiency of spending across the board. Broad-based efficiency gains in public
expenditure can also be a source of fiscal savings. The authorities have already adopted measures to
improve public procurement which can lead to important fiscal savings (about 0.2-0.3 percent of
GDP). Assuming an administrative productivity tax of 1.5 percent implies savings of about 0.1-

0.2 percent of GDP over 5 years.

19. Social safety nets and other transfers. There are multiple social assistance programs in
Malaysia that operate separately and thus there could be efficiency gains from consolidating the
various social assistance programs under one roof, allowing for a better targeting of these transfers.
Under other transfers, there can also be savings. For instance, there is scope to reduce grants to
public universities through higher tuition payments and rationalizing student loan subsidies which
are not targeted.

20. The role of development spending. As discussed above, development spending has
declined in recent years and thus offers limited scope for fiscal savings. Development spending is at
its lowest levels since the 1990s relative to GDP, and further cuts can have adverse effects on short-
term and long-term growth prospects. Although the authorities can make a more informed
assessment of the scope for cutting development spending, we use 0.2-0.4 percent of GDP as a
reasonable assumption. As mentioned before, productivity of investment matters significantly for
the long-term growth and equity implications of investment.

E. Putting It Together

21. The principle. The composition and timing of tax and expenditure measures that can be
adopted as part of Malaysia’s consolidation strategy should be guided by their growth and equity
implications. There has been a growing literature on the growth implications of different taxes and
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expenditure measures; however, there

Table 1. Malaysia and Selected Emerging Markets: Fiscal Multiplier Estimates

is considerable uncertainty in these

. . . Country Study Revenue Expenditure
empirical and theoretical estimates.
. . 2/2.7 for investment for normal times versus
Our know|edg e on instrument-s pec|f| C . About zero within one year, |recessions, government consumption multiplier
Rafiq and Zeufack (2012) peak multiplier is 0.1/0.2 in is negative in normal times, peaks at 2 in the
flsca | mu |t| p | iers is even more normal times/recessions. \r/:crisssl:r::run and goes to 0 in one year for
uncertain. In addition, the design of
Molaysia  |Rafiq 2013) 0.3/04 peik,. 128/0.85 cumulative by year 4 for
measures, and the broader (pre/post Astan e
macroeconomic environment, can play Tang and others (010, [0:2:0:3 depending on 0203 depending on identifcation method

identification method

a significant role in how fiscal policy

IMF's "Bucket Approach” 0-0.2 0.15-0.45

affects growth and equity. Estimates of

Other Emerging Markets

fiscal multipliers for Malaysia point to

a relatively low impact of fiscal policy ~ [™™ [ * o
on growth, with the exception of Thaiand Teng and others (2010) Lo o
public investment, which is estimated South Affica |looste 2012) 07 03
to have relatively high fiscal multipliers [sagsoe  [rang andothers cor0) 0s 02
(Table 2) ™. With respect to otoomes|rang ot ohers 010 " B
distributional implications of fiscal o s Corro it oters 010 o o
policy, it is not possible to rely on — B o N

country-specific estimates. We
therefore rely on the assessment used in several OECD studies on fiscal consolidations and our own
judgment based on the design and nature of specific measures considered for Malaysia'®.

22, Bottom line. It is useful to summarize how different fiscal instruments perform along the
growth and equity dimensions (Table 3). More negative signs suggest a larger negative impact on
growth or equity; the converse is true for the positive signs. These rankings can guide policy makers
in selecting the composition of fiscal consolidation, based on the preferences and weights they
assign to different goals.

> The empirical estimates and a rule-of-thumb approach yield values for consumption and revenue multipliers for
Malaysia that are similar to other EMs. The rule-of-thumb approach is developed by IMF staff to help desk
economists make appropriate assumptions on fiscal multipliers based on structural characteristics of the country
such as openness and level of debt. See the “IMF's bucket approach” in Table 2.

16 see Cournede et. al (2013).
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Table 2. Malaysia: Potential Measures for Fiscal Consolidation

Potential Growth
Yield Short | Long | Equity
Type of Measures Comments Time Frame 2014-2020| term | term
Revenue
Budget 2014 announced the introduction of the GST in Given that the GST will be introduced in 2015,
GsT 2015 with a 6 percent rate. Base broadening through initially the revenue base can be widened, 05-3.0 R - -
reviewing exempt and O-rated goods, and raising the followed by a rate hike later in 2017-2018 if o
standard rate can be used to increase the revenue yield. |needed.
Property taxes Broaden recurrent taxes on property/wealth gg;obe introduced gradually during 2015/16- 0.3-0.5 ~/- ~ ++
Budget 2014 announced the reduction in various
marginal rates including the top rate effective 2015. The |Although there is scope to raise the top rate
Personal income taxes top PIT rate in Malaysia is relatively low and could be going forward, this can only be done after 0.2-0.5 ~/- - ++
raised going forward, while leaving the rates for low and |2017-2018.
middle-income households intact.
Budget 2014 announced the reduction in CIT rate
effective 2016, which is estimated to reduce revenues by
about 0.2 percent of GDP. The authorities can rationalize
incentives and this may yield éddltlonal. revenues, An assessment of the cost and benefits of tax
however, the revenue impact is uncertain and would . .
. . . incentives needs to be conducted to
. depend on the type of incentives. Alternatively the N N N
Corporate income taxes . X formulate a strategy to rationalize incentives 0.2-0.5 - - +
authorities could choose to reduce rates while . . .
. R . N . that are not effective. This could be done in
rationalizing incentives, this could be designed as a "
. . the short to medium-run.
revenue-neutral strategy to improve efficiency and to the
extent that tax incentives and holidays have not had the
desired results (for example on growth) this strategy may
have positive growth effects.
Expenditure
Wage bill has increased considerably in recent years, and
emoluments at the level of basic education remain
Wage bil relatively high. The government can radualy reduce the |The adjustment could be implemented 03-06 - » "
9 number of teachers per student while instituting a gradually during 2014-2020 o
performance-based pay system for teachers that aims to
improve the quality of teachers.
et cosumpton. |3 oty ! 15 prt 85 e s ottt | g0 | ||
P p °'g as aproxy 9 gradually during 2014-2020 -5
improvements in procurement.
Rationalizing fuel and non-fuel subsidies and partially The authorities already made a price
Subsidies offsetting these cuts with direct cash transfers. Adopting |adjustment in September and further hikes 25-30 R - -
an automatic pricing mechanism for domestic fuel prices |can be adopted in 2014-2015, phasing the o
would be needed to sustain fiscal savings. adjustment gradually over time.
Government's direct development spending is projected .PUbIIC investment cuts can be qlfldy .
. N N N . implemented as they are more discretionary
. to decline to its lowest level (relative to GDP) in 2014 since A N - )
Public investment K . but given the high multipliers, it woud not be | 0.2-0.4 - - -
the1990s, and there is not much scope to reduce public h ?
X advisable to use investment cuts when the
investment further. . .
economy is slowing down.
Improving the targeting of social transfers can yield fiscal
savings. Cash transfers benefit a significant proportion of
the population and can thus be targeted more to low- . . .
X X . Reforming social safety nets can take time, so
. income households. Putting together a comprehensive e X S
Social safety nets and other . . L potential fiscal savings may be realized in the
database for social assistance beneficiaries would be a N N 0.4-0.5 - ~ ~/+
transfers N N N . N medium-term. Reducing other transfers
good first step to consolidate different social assistance d
. . . gradually should be feasible.
programs. Reducing grants and subsidies to public
universities through increased tuition is another area that
can generate fiscal savings.

On the revenue side, we consider the relative performance of income, consumption and

property taxes.

Growth. All revenue measures have negative, short-term effects on growth (represented by a
single negative sign), but income taxes also have large negative impact on long-term growth.
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24,

This follows from the distortions introduced when raising the tax burden on variable and mobile
factors of production, which have a negative supply-side impact on output (represented by
double negative sign). The GST and other consumption taxes are less distortionary, but can still
reduce output in the short-run depending on the design of the tax. The GST that Malaysia plans
to introduce in 2015 has some exempt and zero-rated products to protect low-income
households and will also be implemented together with a package of offsetting tax and transfer
measures. These measures will thus help reduce the impact of the GST on growth. However, this
also means that the revenue yield from GST will be low. For GST to generate a higher revenue
yield, a combination of base broadening and rate hikes could be considered. These measures
could in return imply a relatively higher impact on growth (represented by a single negative sign
for long-term growth impact). Finally, there is broad consensus in the literature that wealth
taxes, such as recurrent taxes on property, are generally more growth-friendly. Furthermore, to
the extent that property and personal income tax measures are designed to be progressive, their
impact on growth in the short-term could be relatively benign (represented by ~/- to signal no
effect or a small negative impact).

Equity. Personal income taxes and property taxes are typically the most progressive tax
instruments, followed by corporate income taxes (represented by double and single positive
signs). Consumption based taxes, such as the GST, are typically more regressive as higher-
income households consume a smaller share of their income. To contain the adverse effects of
consumption taxes on equity, exemptions and zero-rating of certain consumption products are
commonly introduced. However, there is a trade-off between equity and efficiency in the design
of the GST. Base broadening improves efficiency but reduces equity. Higher rates intensify the
regressive nature of the GST, but also have negative effects on efficiency. As discussed above,
the GST that will be implemented in 2015 is likely to have a mild impact on equity given the
exemptions and zero-rated products.

On the expenditure side, we consider a range of different instruments, including cuts in

government consumption, subsidies and public investment.

16

Growth. Subsidy reform ranks high in terms of its growth implications, by improving the
efficiency of resource allocation throughout the economy and enhancing output, especially in
the long run (represented by small negative effect in the short-run and positive effect in the
long-run). The impact of cuts in the wage bill can also have fairly large negative effects on
growth in the short-run. Cuts in government consumption have a relatively large negative
growth effect in the short run. Consistent with previous studies on Malaysia, cuts in productive
public investment are assessed to have the largest adverse growth effects, in both the short and
long runs (represented by triple negative signs).

Equity. Subsidy rationalization ranks high in terms of its equity implications. Through improving
the targeting of fiscal transfers, subsidy rationalization can serve a significant role in improving
the equity of fiscal policy in Malaysia. Improving the efficiency of spending on social safety nets,
improving the targeting of subsidies on education loans and reducing grants and subsidies to
public universities through increased tuition are other options that could be designed in a
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progressive way and improve equity. Cutting investment spending can on the other hand have
adverse effects on equity. Consistent with evidence reported in Seneviratne and Sun (2013) for
ASEAN-5 countries, infrastructure spending can have significant negative impact on income
inequality.

25. Ranking of instruments and priorities. The rankings of different revenue and expenditure
measures with respect to growth and equity are summarized in the figures above. Preserving short-
term growth calls for relying more on rationalizing subsidies, improving the targeting of social safety
nets and relying on revenue measures. Subsidies and property taxes rank high in terms of their
impact on long-term growth. Subsidy reform also ranks high with respect to its beneficial effect on
equity. Property taxes and income taxes are among other measures that rank high in improving
equity. These rankings reflect some element of judgment and the impact of these measures on
growth and equity would ultimately depend on their design and implementation. The analysis
presented in this paper can therefore be revised to reflect different views on the relative trade-offs
among different goals of fiscal policy

Trade-Offs for Different Tax Measures

Growth short term

Equity Growth long term
— GST ——Property taxes
= Personal income taxes ==-Corporate income taxes
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Trade-Offs for Different Expenditure Measures
Growth short term

Equity ~ Growth long term
—Wage bill —Other public consumption
— Subsidies ==-Publicinvestment

—Social safety nets and other transfers

26. Composition of fiscal adjustment. Ranking fiscal instruments under different fiscal policy
goals can help policy makers identify the composition of fiscal adjustment based on their
preferences. For instance if the policymaker assigns equal weight to all goals, then one can compute
a weighted average of scores for different instruments. Combining this ranking with the instruments’
potential yield, one can identify the optimal set of measures required to achieve the needed fiscal
adjustment. For illustration, we consider a set of preferences whereby the policymakers give equal
weight to all three objectives: short-term growth, long-term growth and equity. The ranking of
instruments is provided below, with the set of measures needed to meet the consolidation needs
highlighted in bold and italics. Subsidy reform and property taxes are ranked at the top, followed by
improving the targeting of social safety nets, personal income taxes and corporate income taxes.
Although not reported here, the ranking of the top three instruments are robust to different
preferences or weights. The GST does not rank very high due to its relatively benign effect on equity,
whereas other measures typically improve equity. Although it ranks lower than most other measures
under this set of preferences, the consolidation strategy calls for using the GST given its high
potential yield which is critical to meet the government’s adjustment needs. Other important
considerations not reflected in the relative rankings also call for the implementation of the GST. First,
the GST should help reduce reliance on volatile oil and gas revenues and broaden Malaysia’s
revenue base, thereby reducing fiscal volatility and risks. Secondly, instituting the GST also
constitutes an important structural reform, which provides the authorities with an important lever to
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raise additional revenues in the future; and thus should have a positive impact on Malaysia’'s debt
sustainability.

Table 3. Ranking of Different Measures
Yield Short-term  Long-term ) Equal

Measures Equity .

(% of GDP)  growth growth Weight
Subsidies 3 3 1 1 1
Property taxes 0.5 1 2 1 2
Social safety nets and other transfers 0.5 3 2 5 3
Personal income taxes 0.5 1 8 1 4
Corporate income taxes 0.5 3 7 4 5
Wages 0.6 7 2 6 6
GST 3 3 6 8 7
Other public consumption 0.5 8 2 6 7
Public investment 04 9 9 9 9
1/ The ranking based on equal weights are computed using numerical scores for each instrument for different policy
goals, ranging between -3 (---) to +2 (++), representing the range of scores presented in Table 2. We compute the
weighted score for each instrument based on equal weights for all policy goals and then use these scores to rank policy
instruments.
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Appendix 1. Tax Revenue Gap Regressions

Table 1.1. Tax Revenue Gap Regressions (Full Sample)
Dependent Variable

Variable Total Revenues Consumption Taxes Income Taxes Payroll Taxes Other Taxes
Commodity exports -0.15 -0.06 -0.05
-(54) -(5.0) -(34)
Old-age dependency ratio 0.59 0.20 017 0.27 0.05
(5.2) (3.7) (2.6) (6.4) (3.5
Per capital income 0.07 -0.07 013 0.01
(1.9 -(4.3) (7.0 (1.8)
Europe Dummy 641 3.82 -240 5.95
(33) (4.4) -(2.0) (7.6)
Middle East Dummy -4.58 -2.96
-31) -(3.5)
Asia and Pacific Dummy -2.84 -2.18
-(1.8) -(23)
Western Hemisphere Dummy -2.19 0.85
-(2.6) (1.5)
Constant 13.73 552 5.03 -1.29 037
(12.1) (10.8) (8.1) -(3.2) (2.3)
Adjusted R-squared 0.70 0.54 047 0.77 0.16
Number of Observations 157 157 157 157 157

1/ t-values are reported under the coefficients in parantheses.

Table 1.2. Tax Revenue Gap Regressions (Higher-Middle and High Income Countries Sample)
Dependent Variable

Variable Total Revenues Consumption Taxes Income Taxes Payroll Taxes Other Taxes
Commaodity exports -0.13 -0.06 -0.05
-(44) -(3.8) -(2.3)
Old-age dependency ratio 0.59 0.16 013 0.34 0.08
(4.9 (2.3) (1.5) (5.8) (33)
Per capital income 0.07 -0.07 0.14 0.01
(2.3) -(4.0) (6.5) (1.7)
Europe Dummy 5.65 4.15 -3.39 474 -0.86
(3.1) (4.1) -(1.8) (4.9 -(21)
Middle East Dummy -7.30 -5.93
-(3.8) -(3.5)
Asia and Pacific Dummy -5.53 -3.90
-(2.6) -(2.0)
Western Hemisphere Dummy -3.55
-(22)
Constant 14.48 6.15 6.64 -1.55 0.12
8.83 7.03 4.36 -2.14 0.39
R-squared 0.83 0.61 0.53 0.73 0.15
Number of Observations 87 87 87 87 87

1/ t-values are reported under the coefficients in parantheses.
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NONFINANCIAL CORPORATE SECTOR DEBT~

A. Background and Introduction

27. This selected issues paper assesses the nonfinancial corporate sector in Malaysia, and
finds that nonfinancial corporate sector risks remain manageable, with relatively stable
leverage overall. Malaysian nonfinancial corporates rely mainly on bank loans for financing (about
60 percent of their total liabilities), however, the Malaysian corporate bond market has grown
rapidly and is a key source of financing. The majority of corporate bonds issued are denominated in
ringgit with a maturity above five years, reducing both currency-mismatch and refinancing risk.
Moreover, as the leading issuer of sukuk, Malaysia is at the forefront of Islamic finance. However,
vulnerabilities may be growing, including in some government-linked companies (GLCs) where debt
levels are rising faster than profitability.

B. The Corporate Sector Bond Market

28. Malaysia’'s corporate bond market is deep, well developed and comparable to those of
many advanced economies, in terms of its market size in percent of GDP and the range of
instruments available. At end-June 2013, corporate, domestic and international, debt securities
outstanding amounted to 71 percent of GDP (based on BIS data)—one of the largest in Asia as

a percentage of GDP. Non-financial corporate sector debt securities outstanding were 42 percent of
GDP and largely in the domestic market—bonds issued by nonfinancial firms in the international
market has been less than 6 percent of GDP since 2005 and was only about 1 percent of GDP as of
June 2013. The market is one of the least concentrated in Asia, with the 20 largest issuers accounting
for about 65 percent of the issuance in 2012, compared with 77 percent in Thailand or 74 percent in
Singapore. Bond financing is now widely used by a wide variety of sectors, although the financial
sector remains the main issuer of conventional bonds, with a share of close to 40 percent of bonds
issued between 2008 and 2013."®

Nonfinancial Corporate Sector Domestic and International Debt
Securities
(In percent of GDP)

Corporate Debt Securities in Selected Asian Economies
(In percent of GDP)
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Source: Bank for International Settlements; staff calculations. Sources: Bank for International Settlements; Staff calculations.

Y Prepared by Seen Meng Chew (Singapore Resident Representative Office).

18 Estimated using bond issuance data from Dealogic.
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29. The Malaysian government has made significant progress in developing the local
currency corporate bond market. Since the 1997 Asian financial crisis (AFC), there has been an
effort to move away from over-reliance on bank loans, create alternative sources of funds for the
nonfinancial corporate sector, while reducing dependence on volatile foreign capital inflows. The
government established the National Bond Market Committee (NBMC) in 1999 to devise a high-
level strategic direction for the local bond market development, and appointed the Securities
Commission (SC) in 2000 to be the single regulator for the corporate bond market in an effort to
refine and streamline bond issuance processes. In addition, among other measures, there were
initiatives to establish a reliable and efficient benchmark yield curve, widen issuer and investor base,
and improve liquidity in the secondary market. Local rating agencies have also been established and
play a key role in the development of the local ringgit denominated bond market.

30. Malaysia is at the forefront of Islamic finance and is the leading sukuk issuer. As of
end-June 2013, global outstanding sukuk amounted to US$245.3 billion, of which Malaysia's share
was US$148.2 billion, or 60.4% of the total'®. A key measure undertaken by the Malaysian
government to develop the sukuk market was to launch the Malaysia International Islamic Financial
Center (MIFC) in 2006, in order to develop Malaysia into an international Islamic finance hub.
Another important step was liberalizing regulations to allow foreigners to issue Islamic bonds in the
Malaysian capital market. In July 2013, the inaugural issuance of the Government Investment Issues
(GlIs) under the Murabahah structure marked a significant milestone in Malaysia’s sukuk market
development, and the RM4 billion GlIs were oversubscribed by 2.9 times.

31. Bond issuance of nonfinancial firms in the

last seven years has very much followed the trend Malaysia Nonfinancial Corporate Bond Issuance by Currency
(Inbillions of US. dollars)

of recent economic cycles and global liquidity x

conditions. Issuance fell to US$5.3 billion (2.3 percent

of GDP) in 2008 amid the Global Financial Crisis (GFC), | | = .

but surged back to US$23.2 billion (8.0 percent of s

GDP) in 2011, as the low domestic and global interest

rate environment provided favorable conditions for

bond financing. Bond issuance scaled back somewhat

to US$18.7 billion (6.0 percent of GDP) in 2013, as 0

EEEmOthers
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investors retreated from emerging markets when Source: Deslogic Saf Cacuitons

anticipation of the US Fed tapering dampened capital
markets sentiment.

32. Foreign exchange risks are limited as Malaysia’s nonfinancial corporate bonds are
mostly issued in ringgit and in the domestic market, generally over 80 percent since 1997 and
about

19 Data from “Global Sukuk Market: Quarterly Bulletin, August 2013", published by Rasameel Structured Finance
Company.
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95 percent between 2010 and 2013.”° The high share of domestic-currency denominated bonds
reduces the risk of widespread sharp increases in the debt service burden stemming from ringgit
depreciation, although firms with higher foreign currency debt exposure could still be affected by it.

33. In terms of currency denomination, more

than 80 percent of the international bonds et oS TnemetiensiDebrSecuricsty Cumeney
outstanding are denominated in U.S. dollars in -t D ot 2% GDP (RS
every quarter since 2005. Before the GFC, most of ﬂHHHUHL
the international bonds were issued in either 'Y |
U.S. dollars, Euros or Japanese yen; but after the GFC, N \'\\ )12 (I
while the U.S. dollar remains the preferred choice, H
more of the international bonds have been issued in
Singapore dollars with little issuance in either euro or N HHHHHIBIHHHBHHHHH |
yen. Total foreign-ownership of private sector debt
securities is small, at less than 1.5 percent of GDP. Source: Bank for International Settlements; staff calculations

34. With nonfinancial corporate bonds typically issued at long tenors, refinancing risk is
reduced. Since 2005, the original and remaining maturities of Malaysian bonds in any one year have
averaged nine and five years, respectively, while the percentage of Malaysia's international bonds
maturing within one year have averaged about 10 percent. As of June 2013, Malaysia's international
bonds (issued by both financial and nonfinancial companies) maturing within one year amounted to
US$3.9 billion, about 11 percent of the total and about 1.3 percent of GDP. In terms of bond
maturity, the share of nonfinancial corporate bonds issued with maturity of 5 years or more was
about 80 percent in 2011 and 2012, but dipped to 63 percent in 2013, as the yield curve steepened.
With the majority of bonds issued in recent years having medium to long term maturities, issuers’
interest rate and refinancing risks appear manageable.

International Debt Securities Maturing Within One Year Malaysian Nonfinancial Corporate Bond Issuance by Maturity

(In percent) (Inbillions of U.S. dollars)
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Source: Bank for International Settlements; staff calculations Source: Dealogic; staff calculations

2 The exception is 2009, when close to half of the bonds were issued in U.S. dollars, as Petronas launched a
US$4.5 billion bond issuance through a combination of conventional bonds and sukuk in August 2009—one of the
largest Asian bond issuance during 2009. Appropriate market conditions, liquidity and the national oil company's
need for additional cash prompted it to tap the international bond market in that year.
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C. Nonfinancial Corporate Leverage and Profitability

35. Corporate profitability improved during 2010-2012 and Malaysian firms do not appear
to be excessively leveraged. The improvement in nonfinancial corporate profitability reflected a
significant economic rebound after the global financial crisis (GFC), primarily driven by strong
domestic consumption and investment. ** The median debt-equity ratio of publicly listed
nonfinancial firms in Malaysia has stayed relatively stable over the past decade, hovering between
24 and 32 percent®. Close to 70 percent of companies have debt-equity ratios below 50 percent at
the end of 2012. The ratio of net debt to earnings, measured as earnings before interest, taxes,
depreciation and amortization (EBITDA), declined from 2005 to 2010, but has since increased. >

36. Government Linked Companies (GLCs) tend to be more highly leveraged than non-
GLCs, and their debt levels seem to be increasing faster. GLCs usually carry some public policy
initiatives in addition to their commercial objectives. They currently account for about one third of
the overall market capitalization of Malaysia’s stock exchange which implies that the impact of their
performance on the financial market is not insignificant. The debt-equity ratios for GLCs have been
drifting upwards since 2008, though current levels remain lower than those observed before 2006.
GLCs also have higher debt relative to earnings, with a larger increase in the Net Debt/EBITDA ratio
for the GLCs than the non-GLCs since 2009, suggesting that their debt level may be increasing faster
than profitability.

Debt/Equity Ratio of Malaysia Corporates (Median) Net Debt/EBITDA Ratio of Malaysia Corporates (Median)
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Source: Bloomberg; staff calculations. Source:Bloomberg; staff calculations.

! The analysis in this section is based on sample of all 932 publicly listed companies in Malaysia, using data from Bloomberg.

2 We use median instead of mean as the measure of central tendency as the median is less sensitive to negative values than using the mean,
however, the median does not fully depict situations where there are long tails in the distribution.

 Net debt here refers to total debt less cash, marketable securities, and liquid collaterals.
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MALAYSIA

D. Conclusion

37. Malaysia’s corporate bond market has grown rapidly since the AFC and is now one of
the largest in Asia in terms of GDP. Malaysia is also a global leader in the issuance of sukuks.
Overall, the assessment of Malaysia’s nonfinancial corporate bond market profile from its leverage,
profitability, issuance characteristics and stock composition suggests limited vulnerability on
average, with no immediate threats in the nonfinancial corporate sector’'s bond market. However,
pressure points may be building up among some GLCs. With most of the nonfinancial corporate
bonds being issued in ringgit and having maturities above five years, firms’' exposure to exchange
rate risk is small and the vulnerability to short term interest rate hikes is also limited.
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