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A mixture of deepening economic weakness and lingering political uncertainty 
has made three previous Asian economic stalwarts falter 

 
 Commodity headwinds, global trade stagnation, uncertainty around US 

monetary policy normalization, weakening domestic consumption 
momentum, poor international reserves cushion, and onerous external 
debt exposure for corporates have been posing headwinds to the 
economies of Indonesia, Malaysia, and Thailand for a while. Adding to 
these difficulties is the question about the maneuverability of the political 
leadership in these countries, each with its idiosyncratic constraints of 
governance. The final straw has been the recent move by the Chinese 
authorities to weaken the RMB, which in turn has added more volatility to 
the markets, further undermined expectations of external demand and 
export values, and set off one more round of depreciation pressure for the 
respective currencies. 

 To be sure, these three economies are not alone in being characterized by 
heightened vulnerabilities. Hong Kong and Singapore have considerable 
exposure to the risk of rising rates, as well as the ongoing slowdown in 
China. South Korea is saddled with high household debt (just like Malaysia, 
Singapore, and Thailand), which is hampering a recovery in consumption. 
India has seen its reserves rise sharply and current account deficit decline, 
but its private sector external debt burden is still substantial. Both the 
Philippines and Taiwan could face renewed weakness in external demand 
if growth in China and the US disappoint. Also, there are many economies 
outside of EM Asia with worse vulnerabilities. 

 For the time being, however, Indonesia, Malaysia, and Thailand are Asia’s 
fragile three, in our view. How can vulnerabilities be lessened in the near 
term? Indonesia could navigate through the ongoing challenges if 
President Jokowi can manage to get a vigorous public sector-led 
infrastructure spending cycle going and consumption bottoms out. 
Malaysia could put markets at ease if the government could move past the 
1MDB-related storm. Thai authorities could improve sentiments through 
infrastructure spending and by providing a clear roadmap for political 
transition. We think Indonesia perhaps has the best chance to make a 
come-back in this cohort, as the economy is unburdened by leverage and 
is characterized by relatively stronger institutions and a more stable 
political dynamic. 
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Indonesia, Malaysia, and Thailand’s 
many headwinds 

Improvement in economic policy-making is critical, but 
improved governance is equally important 

Commodity headwinds, global trade stagnation, uncertainty around US 
monetary policy normalization, weakening domestic consumption momentum, 
poor international reserves cushion, and onerous external debt exposure for 
corporates have been posing headwinds to the economies of Indonesia, 
Malaysia, and Thailand for a while. Adding to these difficulties is the question 
about the maneuverability of the political leadership in these countries, each 
with its idiosyncratic constraints of governance. The final straw has been the 
recent move by the Chinese authorities to weaken the RMB, which in turn has 
added more volatility to the markets, further undermined expectations of 
external demand and export values, and set off one more round of depreciation 
pressure for the respective currencies. 

Below we examine the key points of stress in these economies: 

Growth 
Weak exports and stagnant domestic demand have pushed all three 
economies to well below-trend growth. While Thailand’s economy appears to 
be the weakest (we expect 2.5% growth this year), the pace with which 
Malaysia’s consumption and investment growth rates are slowing means it 
may have substantial downside ahead. Both Malaysia and Thailand’s 
households are heavily indebted (86% and 80% of GDP, respectively) and there 
are hardly any consumption boosting measures in the pipeline. 

Export headwinds have been severe for Malaysia and Indonesia (-13.1%yoy 
and -12.8%yoy ytd) through the course of the year due to the sharp decline in 
commodity prices. Thailand has experienced somewhat less stress on the 
exports front (-5.2%yoy ytd), but it too has been facing weak agriculture and 
manufactured goods price and demand. Outlook for exports for all three 
economies is bleak for the rest of the year. 

Public investment has disappointed in all three economies so far this year, 
although Indonesia looks on course to make up for lost ground as the 
government is ramping up public works and improve economic management 
through last week’s cabinet reshuffle. Looking ahead for Malaysia and Thailand, 
considering the ongoing political challenges faced by the two governments, we 
are not hopeful about a meaningful pick-up in public investment this year. 

External financing 
Just as growth is slowing, currencies are weakening, compounding the debt 
service difficulties of those with external currency obligations. Indeed, looking 
at the ratio of central bank reserves to gross external financing (defined as the 
sum of current account balance and debt due this year), Indonesia and 
Malaysia have the worst external metrics in Asia. Consider a typical commodity 
producer in Indonesia or Malaysia with external currency debt, facing a 50% 
decline in the price of exports and a 15% depreciation of the exchange rate. 
Clearly the pressure on profitability would be substantial and debt sustainability 
risk would rise. We understand that Indonesian exporters have been nudged 
into increasing their hedge ratios in recent years, which may mitigate their 
difficulties to some degree, but if the exchange rate continues to slide into 
uncharted territory, systemic stress is bound to emerge. 
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Reserves as a share of gross external financing needs in 2015 
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The traditional metric of looking at an economy’s reserves cover is gross 
international reserves in months of imports. What we do below however is 
apply a stricter criterion. Instead of gross reserves, we estimate usable reserves, 
i.e. excluding gold, SDR, IMF assets from the gross figure and netting out the 
central bank’s forward position. Indonesia and Malaysia, using this metric, end 
up with around 7 months of imports. Malaysia in particular looks vulnerable to 
capital outflow as its reserves cover has been declining steadily. A study in 
contrast is India, which has improved its reserves cover considerably, rising 
markedly from the same level as Indonesia’s just two years ago.  

India’s reserves position has improved, Indonesia and Malaysia are at the 

bottom of the pack 
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Source: CEIC, Deutsche Bank. Reserves coverage calculated by (i) taking the usable foreign currency reserves (i.e. excluding gold, SDR, IMF 
assets) and netting out the central bank’s forward position and (ii) the merchandise import bill for a given year. 2015 imports are DB forecasts. 

Outflow risk 
Even if reserves are ample and external debt refinancing is not burdensome, 
large capital outflows through the portfolio channel can be destabilizing. In this 
context, the key is foreign investors’ exposure to the local asset markets. 
Regional equity and bond markets have rallied vigorously in recent years, 
which would have given investors ample ground to take profit or play 
defensive in any case. Ongoing economic slowdown and currency stress 
makes that case even stronger.  



19 August 2015 

Special Report: Heightened fragility in Indonesia, Malaysia, and Thailand 

 

Page 4 Deutsche Bank AG/Hong Kong 

 

 

 

The three economies in discussion (making up a local currency debt market 
amounting to USD300bn) have substantial exposure to foreign investors’ 
positioning in local bond markets, and all have seen intensification of selloff 
lately. While it is unlikely for foreign ownership to head toward zero, further 
selloff (and associated pressure on the currency and reserves) is likely on the 
cards in the coming quarters. 

Foreign ownership of local currency bonds (% of bonds outstanding) 
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Exchange rate valuation 
We believe that IDR and MYR have overshot on a fundamentals basis, and 
ought to recover when the market mayhem ends. For the time being, however, 
prevailing stress in the global markets could persist for a while, and exchange 
rates could well stay in overshot territory. The worry is if local businesses in 
particular can absorb a prolonged period of acute currency weakness and 
volatility, as seen lately.  

Our preferred BEER model shows the IDR and MYR have been undervalued 

since 2013, after the Taper Tantrum. 
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The chart above shows our estimates of exchange rate misalignment based on: (i) Behavioral Equilibrium Exchange Rates (BEERs); (ii) 
Fundamental Equilibrium Exchange Rates (FEERs); and productivity-adjusted relative Purchasing Power Parities (PPPs). The methodology behind 
these approaches is described in an appendix at the end of this note. While these approaches provide a useful measure of relative value of 
currencies based on longer-term fundamental drivers, they do not capture the wide range of factors that can drive currency movements in the 
shorter term, including technical positioning, levels of risk aversion, liquidity, and political and other events. As such, the fair value estimates 
presented here cannot and should not form the basis for short-term FX trading strategies, though they can provide one useful benchmark for the 
development of such trade recommendations.  
Source: Haver Analystics and Deustche Bank. 
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Final thoughts 
To be sure, these three economies are not alone in being characterized by 
heightened vulnerabilities. Hong Kong and Singapore have considerable 
exposure to the risk of rising rates, as well as the ongoing slowdown in China. 
South Korea is saddled with high household debt (just like Malaysia, Singapore, 
and Thailand), which is hampering a recovery in consumption. India has seen 
its reserves rise sharply and current account deficit decline, but its private 
sector external debt burden is still substantial. Both the Philippines and Taiwan 
could face renewed weakness in external demand if growth in China and the 
US disappoint. Also, there are many economies outside of EM Asia with worse 
vulnerabilities. 

For the time being, however, Indonesia, Malaysia, and Thailand are Asia’s 
fragile three, in our view. How can vulnerabilities be lessened in the near term? 
Indonesia could navigate through the ongoing challenges if President Jokowi 
can manage to get a vigorous public sector-led infrastructure spending cycle 
going and consumption bottoms out. Malaysia could put markets at ease if the 
government could move past the 1MDB-related storm. Thai authorities could 
improve sentiments through infrastructure spending and by providing a clear 
roadmap for political transition.  

We think Indonesia perhaps has the best chance to make a come-back in this 
cohort, as the economy is unburdened by leverage and is characterized by 
relatively stronger institutions and a more stable political dynamic. 
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Important Disclosures 
 

Additional information available upon request 
        

*Prices are current as of the end of the previous trading session unless otherwise indicated and are sourced from 
local exchanges via Reuters, Bloomberg and other vendors . Other information is sourced from Deutsche Bank, 
subject companies, and other sources.  For disclosures pertaining to recommendations or estimates made on 
securities other than the primary subject of this research, please see the most recently published company report or 
visit our global disclosure look-up page on our website at http://gm.db.com/ger/disclosure/DisclosureDirectory.eqsr 
 

Analyst Certification 

The views expressed in this report accurately reflect the personal views of the undersigned lead analyst(s). In addition, 
the undersigned lead analyst(s) has not and will not receive any compensation for providing a specific recommendation 
or view in this report. Taimur Baig 
     

(a) Regulatory Disclosures 

(b) 1.Important Additional Conflict Disclosures 

Aside from within this report, important conflict disclosures can also be found at https://gm.db.com/equities under the 
"Disclosures Lookup" and "Legal" tabs. Investors are strongly encouraged to review this information before investing. 

(c) 2.Short-Term Trade Ideas 

Deutsche Bank equity research analysts sometimes have shorter-term trade ideas (known as SOLAR ideas) that are 
consistent or inconsistent with Deutsche Bank's existing longer term ratings. These trade ideas can be found at the 
SOLAR link at http://gm.db.com. 
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(d) Additional Information 

 

The information and opinions in this report were prepared by Deutsche Bank AG or one of its affiliates (collectively 

"Deutsche Bank"). Though the information herein is believed to be reliable and has been obtained from public sources 

believed to be reliable, Deutsche Bank makes no representation as to its accuracy or completeness. 

 

Deutsche Bank may consider this report in deciding to trade as principal. It may also engage in transactions, for its own 

account or with customers, in a manner inconsistent with the views taken in this research report. Others within 

Deutsche Bank, including strategists, sales staff and other analysts, may take views that are inconsistent with those 

taken in this research report. Deutsche Bank issues a variety of research products, including fundamental analysis, 

equity-linked analysis, quantitative analysis and trade ideas. Recommendations contained in one type of communication 

may differ from recommendations contained in others, whether as a result of differing time horizons, methodologies or 

otherwise. Deutsche Bank and/or its affiliates may also be holding debt securities of the issuers it writes on. 

 

Analysts are paid in part based on the profitability of Deutsche Bank AG and its affiliates, which includes investment 

banking revenues. 

 

Opinions, estimates and projections constitute the current judgment of the author as of the date of this report. They do 

not necessarily reflect the opinions of Deutsche Bank and are subject to change without notice. Deutsche Bank has no 

obligation to update, modify or amend this report or to otherwise notify a recipient thereof if any opinion, forecast or 

estimate contained herein changes or subsequently becomes inaccurate. This report is provided for informational 

purposes only. It is not an offer or a solicitation of an offer to buy or sell any financial instruments or to participate in any 

particular trading strategy. Target prices are inherently imprecise and a product of the analyst’s judgment. The financial 

instruments discussed in this report may not be suitable for all investors and investors must make their own informed 

investment decisions. Prices and availability of financial instruments are subject to change without notice and 

investment transactions can lead to losses as a result of price fluctuations and other factors. If a financial instrument is 

denominated in a currency other than an investor's currency, a change in exchange rates may adversely affect the 

investment. Past performance is not necessarily indicative of future results. Unless otherwise indicated, prices are 

current as of the end of the previous trading session, and are sourced from local exchanges via Reuters, Bloomberg and 

other vendors. Data is sourced from Deutsche Bank, subject companies, and in some cases, other parties.  

 

Macroeconomic fluctuations often account for most of the risks associated with exposures to instruments that promise 

to pay fixed or variable interest rates. For an investor who is long fixed rate instruments (thus receiving these cash 

flows), increases in interest rates naturally lift the discount factors applied to the expected cash flows and thus cause a 

loss. The longer the maturity of a certain cash flow and the higher the move in the discount factor, the higher will be the 

loss. Upside surprises in inflation, fiscal funding needs, and FX depreciation rates are among the most common adverse 

macroeconomic shocks to receivers. But counterparty exposure, issuer creditworthiness, client segmentation, regulation 

(including changes in assets holding limits for different types of investors), changes in tax policies, currency 

convertibility (which may constrain currency conversion, repatriation of profits and/or the liquidation of positions), and 

settlement issues related to local clearing houses are also important risk factors to be considered. The sensitivity of fixed 

income instruments to macroeconomic shocks may be mitigated by indexing the contracted cash flows to inflation, to 

FX depreciation, or to specified interest rates – these are common in emerging markets. It is important to note that the 

index fixings may -- by construction -- lag or mis-measure the actual move in the underlying variables they are intended 

to track. The choice of the proper fixing (or metric) is particularly important in swaps markets, where floating coupon 

rates (i.e., coupons indexed to a typically short-dated interest rate reference index) are exchanged for fixed coupons. It is 

also important to acknowledge that funding in a currency that differs from the currency in which coupons are 

denominated carries FX risk. Naturally, options on swaps (swaptions) also bear the risks typical to options in addition to 

the risks related to rates movements.  

 

Derivative transactions involve numerous risks including, among others, market, counterparty default and illiquidity risk. 

The appropriateness or otherwise of these products for use by investors is dependent on the investors' own 

circumstances including their tax position, their regulatory environment and the nature of their other assets and 

liabilities, and as such, investors should take expert legal and financial advice before entering into any transaction similar 
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to or inspired by the contents of this publication. The risk of loss in futures trading and options, foreign or domestic, can 

be substantial. As a result of the high degree of leverage obtainable in futures and options trading, losses may be 

incurred that are greater than the amount of funds initially deposited. Trading in options involves risk and is not suitable 

for all investors. Prior to buying or selling an option investors must review the "Characteristics and Risks of Standardized 

Options”, at http://www.optionsclearing.com/about/publications/character-risks.jsp. If you are unable to access the 

website please contact your Deutsche Bank representative for a copy of this important document. 

 

Participants in foreign exchange transactions may incur risks arising from several factors, including the following: ( i) 

exchange rates can be volatile and are subject to large fluctuations; ( ii) the value of currencies may be affected by 

numerous market factors, including world and national economic, political and regulatory events, events in equity and 

debt markets and changes in interest rates; and (iii) currencies may be subject to devaluation or government imposed 

exchange controls which could affect the value of the currency. Investors in securities such as ADRs, whose values are 

affected by the currency of an underlying security, effectively assume currency risk.  

 

Unless governing law provides otherwise, all transactions should be executed through the Deutsche Bank entity in the 

investor's home jurisdiction.  

 

United States: Approved and/or distributed by Deutsche Bank Securities Incorporated, a member of FINRA, NFA and 

SIPC. Non-U.S. analysts may not be associated persons of Deutsche Bank Securities Incorporated and therefore may not 

be subject to FINRA regulations concerning communications with subject company, public appearances and securities 

held by the analysts. 

 

Germany: Approved and/or distributed by Deutsche Bank AG, a joint stock corporation with limited liability incorporated 

in the Federal Republic of Germany with its principal office in Frankfurt am Main. Deutsche Bank AG is authorized under 

German Banking Law (competent authority: European Central Bank) and is subject to supervision by the European 

Central Bank and by BaFin, Germany’s Federal Financial Supervisory Authority. 

 

United Kingdom: Approved and/or distributed by Deutsche Bank AG acting through its London Branch at Winchester 

House, 1 Great Winchester Street, London EC2N 2DB. Deutsche Bank AG in the United Kingdom is authorised by the 

Prudential Regulation Authority and is subject to limited regulation by the Prudential Regulation Authority and Financial 

Conduct Authority. Details about the extent of our authorisation and regulation are available on request.  

 

Hong Kong: Distributed by Deutsche Bank AG, Hong Kong Branch.  

 

Korea: Distributed by Deutsche Securities Korea Co.  

 

South Africa: Deutsche Bank AG Johannesburg is incorporated in the Federal Republic of Germany (Branch Register 

Number in South Africa: 1998/003298/10).  

 

Singapore: by Deutsche Bank AG, Singapore Branch or Deutsche Securities Asia Limited, Singapore Branch (One Raffles 

Quay #18-00 South Tower Singapore 048583, +65 6423 8001), which may be contacted in respect of any matters 

arising from, or in connection with, this report. Where this report is issued or promulgated in Singapore to a person who 

is not an accredited investor, expert investor or institutional investor (as defined in the applicable Singapore laws and 

regulations), they accept legal responsibility to such person for its contents.  

 

Japan: Approved and/or distributed by Deutsche Securities Inc.(DSI). Registration number - Registered as a financial 

instruments dealer by the Head of the Kanto Local Finance Bureau (Kinsho) No. 117. Member of associations: JSDA, 

Type II Financial Instruments Firms Association, The Financial Futures Association of Japan, and Japan Investment 

Advisers Association. Commissions and risks involved in stock transactions - for stock transactions, we charge stock 

commissions and consumption tax by multiplying the transaction amount by the commission rate agreed with each 

customer. Stock transactions can lead to losses as a result of share price fluctuations and other factors. Transactions in 

foreign stocks can lead to additional losses stemming from foreign exchange fluctuations. We may also charge 

commissions and fees for certain categories of investment advice, products and services. Recommended investment 

strategies, products and services carry the risk of losses to principal and other losses as a result of changes in market 

and/or economic trends, and/or fluctuations in market value. Before deciding on the purchase of financial products 
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