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= Past fiscal reforms provide a timely buffer against the oil shock. Stronger

revenues and RM15.5bn of annual subsidy savings should help cushion higher

MUFG Bank, Ltd. energy costs, allowing fiscal consolidation to slow rather than reverse.
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= Budget 2027 should remain fiscally disciplined, with the focus shifting
from new reforms towards execution. On revenue, stronger tax collection and
SST broadening reduce the need for another major tax overhaul, putting greater
emphasis on compliance and collection efficiency. On spending, consolidation
should rely more on better targeting and efficiency than broad austerity.

= Household relief will remain necessary, but a return to blanket subsidies is
unlikely. We expect support to remain targeted through BUDI MADANI,
STR/SARA and other measures, cushioning the cost-of-living shock without
structurally raising expenditure.

=  Protecting development spending will be key to turning the investment
boom into a productivity upcycle. We expect Budget 2027 to maintain or
increase development spending, with priorities around human capital,
connectivity, digital and industrial infrastructure, and energy capacity,
helping translate investment into domestic value-add, productivity and higher
real wages.

= Fiscal credibility should provide an anchor for MGS and MYR amid global
volatility. If higher subsidies remain a temporary response to the oil shock while
fiscal reform and productive investment stay on track, the Budget should
reinforce the structural case for Malaysian bonds and the ringgit.

1 FX Special Focus (‘) MUFG



FX Special Focus

PAST REFORMS ARE PAYING OFF AT AN OPPORTUNE TIME

Malaysia approaches Budget 2027 with a challenging external backdrop of elevated
oil prices and a global bond market sell-off. Higher energy prices are sharply raising
the cost of protecting households from rising cost of living. As a result, this will
make the government's fiscal consolidation path a delicate balancing act:
providing household relief versus keeping subsidy reform intact; sticky current
spending versus need to sustain development spending; and ultimately, near-
term fiscal consolidation versus securing medium-term growth of 4.5-5.5%. The
government's pre-budget statement identifies two immediate imperatives: protecting
households from the energy crisis and rising living costs while building a higher-
value, more sophisticated economy under the 13" Malaysia plan and the Madani
economic framework.

We expect the government to continue rebuilding its fiscal buffers by either
keeping the current 3.5% budget deficit target for 2027 or announcing a
somewhat lower deficit target. Malaysia is confronting this oil shock after several
years of revenue broadening and subsidy rationalisation, which have increased the
government's capacity to absorb temporary fiscal pressures without abandoning its
medium-term fiscal objectives. The current shock provides perhaps the clearest
demonstration yet of why the earlier fiscal reforms mattered. The pre-budget
statement estimates that targeted subsidy reforms for chicken, eggs, electricity,
diesel and RON95 fuel could generate savings of around RM15.5bn annually. This
could help to partly offset the increased fuel subsidy bill. Our estimates suggest that
total subsidies, including fuel subsidies, could rise towards RM70bn in 2026, versus
around RM55bn in 2025 and the RM49bn originally budgeted for this year. The oil
shock will likely slow, rather than necessarily reverse, fiscal consolidation. Moreover,
the Public Finance and Fiscal Responsibility Act (FRA) 2023 binds the government to
several medium-term targets, including lowering the fiscal deficit to 3% of GDP,
keeping the federal debt levels at 60% of GDP, and debt servicing costs at 15% or
less of annual budget.

REVENUE REFORMS STRENGTHEN THE FIRST LINE OF
DEFENCE

The other important fiscal buffer comes from the revenue side. Tax reforms, together
with a strengthening domestic economy, with growth of 5.7% yoy in H1, have
significantly improved government revenue collection, which rose 18.9% yoy over the
same period.

Going into Budget 2027, the revenue story is likely to shift from raising tax
rates and broadening the tax base towards effective implementation. The focus
could increasingly be on improving collection efficiency and compliance, fine-tuning
sales and service tax (SST) to minimise the burden on businesses, and deploying the
additional fiscal space effectively to protect households while supporting Malaysia’s
investment and productivity momentum. In our view, this reduces the urgency for
another major tax overhaul or a new consumption-tax reform.

More importantly, the improvement is not simply about stronger revenue growth, but
also the changing composition and quality of government revenues, with less
reliance on volatile petroleum-related receipts. Corporate income tax remains the
largest revenue source, while SST is rapidly emerging as a second major pillar, rising
from around 14% of revenues in 2024 to roughly 20% by H1 2026. This reflects the
cumulative impact of tax reforms in recent years, particularly the widening of the SST
base from July 2025, which could generate around RM10bn in additional annual
revenue.
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CHART 1: SST IS EMERGING AS A MORE IMPORTANT REVENUE PILLAR
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SST collections have also approached 3% of GDP in Q2 and could reach around
3.2% by year-end, bringing them broadly in line with revenue collection under the
previous GST regime before its repeal in 2018. The key difference is that stronger
SST collection is now being achieved without a shift back to GST.

Taken together, a broader and more resilient revenue base gives the government
greater room to absorb temporary expenditure pressures while preserving resources
for development spending. Revenue reform has therefore strengthened Malaysia’s
first line of fiscal defence, while expenditure reform will increasingly determine how
effectively that additional fiscal space is used to support the country’s next phase of
growth.

EXPENDITURE TRENDS POINT TO A BALANCING ACT

The expenditure side also imposes important constraints on fiscal allocation. A large
share of operating expenditure is tied up in relatively sticky commitments, including
emoluments, pensions and debt-service costs, which are difficult to reduce
materially. As a result, the flexible portion of the fiscal envelope is considerably
narrower than the headline expenditure numbers suggest. At the same time, the
renewed rise in fuel subsidies adds further pressure to operating expenditure. The
next phase of fiscal reform needs to therefore focus on raising the return on
government spending. Fiscal consolidation and growth need not be competing
objectives. Better targeting of recurrent expenditure can create more room for
productive spending.

RAISING THE FLOOR: HOUSEHOLD RELIEF WILL REMAIN NECESSARY, BUT A
RETURN TO BLANKET SUBSIDIES IS UNLIKELY.

Higher energy prices make additional support for households difficult to avoid, but we
do not expect a wholesale return to permanent blanket subsidies. Such a reversal
would run counter to the government’s fiscal reform trajectory and further constrain
the resources available for development spending.

Instead, Budget 2027 is likely to balance substantial near-term support with further
improvements in subsidy targeting, eligibility and administration. There is a broader
fiscal logic to this approach. A more targeted system allows the government to scale
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up assistance temporarily during large external shocks without permanently
increasing the structural cost of subsidies. This is also consistent with the pre-budget
emphasis on improving subsidy management and spending efficiency, alongside
efforts to strengthen tax compliance and address programme overlaps, leakages and
implementation delays.

Against this backdrop, we see several priorities for Budget 2027:

- Cost-of-living protection: A potential increase in targeted household
assistance through STR and SARA (est. RM15bn), maintain targeted fuel
subsidies under BUDI MADANI (RM1.99/litre for RON95 and RM2.10/litre
for diesel), tax reliefs and incentives for the middle-income Malaysians
(M40) to increase disposable income and ease cost-of-living pressures,
ensuring supply of essential goods and keeping those prices in check, and
providing decent returns on the rakyat’s savings funds.

- Social protection and the care economy: Extend protection to gig and
informal workers, while building long-term care and caregiver capacity in

preparation for population ageing (15% population will be 60 and above by
2030)

RAISING THE CEILING: FROM INVESTMENT BOOM TO A SUSTAINED
PRODUCTIVITY UPCYCLE

The next phase of Malaysia’s growth story should also increasingly shift from how
much investment the country attracts to how much economic value that investment
generates. The investment upcycle of recent years has already helped strengthen
productive capacity. The challenge for Budget 2027 is to deepen these gains by
encouraging capital deepening, technology adoption, skills upgrading and stronger
linkages between foreign investment and domestic firms.

CHART 2: INVESTMENT UPCYCLE IS TRANSLATING INTO STRONGER
PRODUCTIVITY
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This distinction is particularly important across Malaysia’s emerging growth sectors.
In semiconductors, the priority should increasingly be to move further into higher-
value activities while deepening domestic supply chains. For Al and data centres,
expanding physical capacity is important, but the larger economic payoff will come
from the diffusion of digital technologies across the broader economy, raising
productivity among Malaysian businesses. In the energy transition, sufficient grid and
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utility capacity will increasingly become an important part of industrial
competitiveness. And for home-grown companies, the challenge is to scale up, adopt
new technologies and participate more deeply in the supply chains generated by
Malaysia’s foreign-investment cycle. Through the GEAR-uP Programme,
government-linked corporates will support government efforts to channel domestic
capital into local high-value industries and companies. Budget 2027 may also
introduce measures that help ease access to financing and provide incentives for
these promising local firms to scale and compete internationally.

Encouragingly, there are signs that the investment upcycle is already feeding
into a broader improvement in productivity. Both manufacturing and services
productivity growth have strengthened. In manufacturing, productivity has outpaced
real wage growth, helping to contain unit labour costs and preserve cost
competitiveness. This also suggests that stronger manufacturing wage growth could
be sustained if productivity continues to improve. In services, real wage growth has

moved broadly alongside productivity gains, keeping unit labour cost growth relatively
stable.

CHART 3: STRONGER PRODUCTIVITY IS CONTAINING CHART 4: SERVICES WAGE GAINS REMAIN BROADLY
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Budget 2027 can help reinforce this cycle, such as focusing on upskilling workers,
deepening domestic supply chains, accelerating technology adoption and reducing
the cost of doing business, while improving the ability of Malaysian companies to
capture more value from the investment cycle.

While Budget 2027 will still need to protect vulnerable households from near-term
cost-of-living pressures, sustainable improvements in household purchasing power
ultimately need to come from productivity-backed income growth. This creates two
complementary policy objectives. Raising the ceiling means lifting Malaysia’s
potential growth through investment, technology, skills and productivity. Raising the
floor means ensuring those productivity gains translate into better jobs and stronger
real wages. If Malaysia can strengthen both sides of this equation, the investment
upcycle can become not just a story of higher capital formation, but one of higher
productivity, stronger incomes and more sustainable domestic demand.

DEVELOPMENT SPENDING LIKELY TO BE PROTECTED

Importantly, development expenditure should not become the residual
balancing item simply because parts of operating expenditure are difficult to

adjust. We expect budget 2027 to maintain or increase development spending
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allocation. Notably, development spending has already fallen below earlier peaks
and that further decline may weigh on productivity. Moreover, the government has
pledged RM430bn for development expenditure over 5 years through 2030, implying
an annual average of RM86bn to be allocated. The government's stated priorities
point towards productivity and innovation, digitalisation and Al, energy transition, food
security and skilled talent, while education and healthcare infrastructure remain
important social priorities. The efficiency of development spending is crucial for
investments and productivity gains.

CHART 5: RISING RECURRENT SPENDING RISKS CROWDING OUT
DEVELOPMENT EXPENDITURE
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HUMAN-CAPITAL INVESTMENT HAS MOVED UP THE SPENDING AGENDA

The composition of development expenditure also points towards a growing
emphasis on human capital and essential public services, which could be
sustained in budget 2027. There has been a rising emphasis on education (+4.7pp
share of total development expenditure since 2024) and healthcare (+2.5pp). The
government identifies education, healthcare and essential services as central to living
standards, productivity and public confidence, with particular emphasis on TVET,
STEM, digital and Al capabilities and healthcare capacity. We therefore expect
human-capital spending to remain relatively well protected in Budget 2027
despite pressure elsewhere in the expenditure envelope. And for education, this
means improving skills relevant for Malaysia's emerging industries.

ECONOMIC INFRASTRUCTURE NEEDS RENEWED MOMENTUM

One concern from the expenditure data is that the shift towards social priorities
appears to have coincided with a softer economic-investment impulse. Our analysis
points to weaker momentum in areas such as transport, trade and industry, and
agricultural development. We would not interpret this as a case for reversing the shift
towards education, healthcare or social resilience.

Rather, Budget 2027 might seek a better balance. This is increasingly relevant
because Malaysia's own investment success is generating new infrastructure
requirements. We therefore see scope for Budget 2027 to restore selective
momentum in strategic connectivity, industrial and digital infrastructure, utility
capacity, agricultural productivity and innovation.

Indeed, rapid growth in advanced manufacturing and digital investment increases
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demands on electricity and utility capacity. Notably, Malaysia has one of the highest
ICT investments as a share of GDP relative to several regional peers, while also
establishing itself as a data centre hub in the Asia region, with data centres
concentrated in Johor Bahru. Further development of industrial clusters also requires
connectivity and logistics. In addition, the budget could further improve regional
development with focus on Sabah, Sarawak, and other rural areas.

BUDGET 2027: PROTECTING REFORM GAINS WHILE RAISING
THE GROWTH CEILING

Taken together, we think Budget 2027 represents an important transition in
Malaysia's economic reform story. The first stage has been about fiscal repair.
Revenue broadening and targeted subsidies have strengthened Malaysia's
underlying fiscal resilience. The renewed oil shock is testing those reforms, but it is
also demonstrating their value. The second stage should increasingly be about
spending quality. With large parts of operating expenditure difficult to adjust and
subsidy pressures elevated, fiscal consolidation needs to rely more heavily on better
targeting and spending efficiency rather than broad austerity. The third stage is about
protecting productive investment. Development expenditure and human-capital
spending need to be sufficiently protected, but allocations should increasingly
demonstrate measurable economic and social returns. The final stage is about
raising potential growth and wages. Malaysia has attracted significant investment.
The challenge now is converting that capital into a sustained productivity upcycle.

MARKET IMPLICATIONS

The market implication is especially important for local government bonds and MYR,
especially at a time of global uncertainties, inflation risks, and a global bond sell-off.
A headline increase in subsidy spending could attract investor attention, particularly if
it slows the pace of near-term deficit consolidation. However, investors should look
beyond the gross subsidy number. If Budget 2027 demonstrates that targeted
subsidy reform remains intact, additional spending is largely a temporary response to
the oil shock, revenue reforms continue, development expenditure remains protected
and productivity-focused, and the medium-term deficit trajectory is preserved, then
higher near-term subsidy spending need not signal a structural weakening in fiscal

policy.

Such an outcome should be supportive for Malaysian government bonds and, at the
margin, the MYR. The recent sell-off in government bonds has also improved risk-
reward, with the 10-year yield now trading close to our estimated fair value. While
Malaysia recorded net foreign bond outflows in September amid heightened global
rates volatility following the Fed's tightening, this makes a credible fiscal signal from
Budget 2027 even more important. The renewed foreign inflows seen in August,
together with strong demand for recent sovereign issuance, suggest that underlying
investor appetite for Malaysian government bonds remains intact. Against this
backdrop, a Budget that accommodates near-term cost-of-living pressures without
compromising the medium-term fiscal framework could provide an important anchor
for both MGS and the ringgit.
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CHART 6: INVESTORS RE-ENGAGE WHEN BOND VALUATIONS TURN

ATTRACTIVE
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not limited to, the prohibition on dealing ahead of the dissemination of investment research. Under the Market Abuse Regulation (“MAR?”) this report is a marketing
communication which may amount to, or include, an investment recommendation and where so there are no plans to update the investment recommendation. Any
prices mentioned in the investment recommendation were prices known by us when the recommendation was prepared. Further UK and EEA disclaimers,
disclosures policies and notices can be found at https://www.mufgemea.com/governance/legal-and-regulatory/, including the Fixed Income and Currency Products
Dealing Disclosures, the Conflicts of Interest Summary Policy and MAR investment recommendation disclosures .

. United Arab Emirates (UAE): This report is only intended for distribution to a professional client or market counterparty as those terms are defined under the
rules of the Dubai Financial Services Authority and only a person meeting the criteria for these terms should act upon this report.

. Qatar: This report is only intended for distribution to a Business Customer or Eligible counterparty as those terms are defined under the rules of the Qatar
Financial Centre Regulatory Authority and only a person meeting the criteria for these terms should act upon this report.

. South Africa: MUSE is permitted to offer and provide financial services to certain categories of sophisticated clients in South Africa under an exemption
issued by the South African Financial Sector Conduct Authority, in terms of the Financial Advisory and Intermediary Services Act, 2002.

The Americas (AMER):

. United States of America: This report, when distributed by MUSA, is intended for Institutional Investors (“Institutional Accounts” as defined by FINRA Rule
4512(c)). When distributed by a non-US affiliate of MUSA, this report is intended for distribution solely to “major U.S. institutional investors” or “U.S. institutional
investors” pursuant to Rule 15a-6 under the U.S. Securities Exchange Act of 1934, as amended. Securities referenced in this report may have been underwritten by
MUSA and/or its affiliates. Nothing in this report should be considered an offer or solicitation of an offer to buy or sell securities or any other financial product or a
commitment of any kind with respect to any transaction.
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IRS Circular 230 Disclosure: MUFG Securities does not provide tax advice. Accordingly, any discussion of U.S. tax matters included herein (including any
attachments) is not intended or written to be used, and cannot be used, in connection with the promotion, marketing or recommendation by anyone not affiliated with
MUSA of any of the matters addressed herein or for the purpose of avoiding U.S. tax-related penalties.

In relation to activites undertaken by MUSE in their capacity of a SD or SBSD, further disclosures and notices can be found at
https://www.mufgemea.com/governance/legal-and-regulatory/.

. Canada: MUSE operates under an International Dealer Exemption and Foreign Derivatives Dealer Exemption from registration within the provinces of
Alberta, British Columbia, Manitoba, Ontario and Québec. MUSA operates under an International Dealer Exemption from registration with the securities regulators in
all Canadian Provinces and Territories. When distributed by MUSE or MUSA, this report is only intended for a “permitted client” as that term is defined under the
National Instrument 31-103 in Canada and is not intended for re-distribution to any other person. When distributed by MUS(CAN), this report is only intended for an
“institutional client” as that term in defined under the CIRO dealer member rules and is not intended for re-distribution to any other person. The information contained
herein is not, and under no circumstances is to be construed as, a prospectus, an advertisement, a public offering, an offer to sell securities described herein, or
solicitation of an offer to buy securities described herein, in Canada or any province or territory thereof. Under no circumstance is the information contained herein to
be construed as investment advice in any province or territory of Canada and is not tailored to the needs of the recipient.

Asia-Pacific (APAC):

. Hong Kong: Reports produced by MUFG Securities are only intended for distribution to a “professional investor” as that term is defined in the Securities and
Futures Ordinance and should not be passed onto any other person. All enquiries from recipients of this report in Hong Kong must be directed to your usual sales
contact in Hong Kong.

. Singapore: This report is only intended for distribution to an "institutional investor", "accredited investor" or "expert investor" as those terms are defined
under regulation 2 of the Financial Advisers Regulation. It is solely for the use of such investors and shall not be distributed, forwarded, passed on or disseminated to
any other person. Investors should note that, as a result of exemptions that apply when this report is distributed to "accredited investors" and "expert investors",
MUBK'’s Singapore branch and MUS(ASIA) Singapore is exempt from complying with certain requirements under the Financial Advisers Act, including section 34 of
the Financial Advisers Act (which requires a financial adviser to disclose all material information on certain investment products), section 36 (which requires a
financial adviser to have a reasonable basis for making recommendations on investments) and section 45 (which requires a financial adviser to disclose any
interests that it holds in securities that it recommends). Please contact your respective financial advisor in Singapore in relation to any matters arising from this
report.

. India: (i) MUS(INDIA) does not provide any advice/ recommendation to the prospective investors; (ii) the issuer is solely responsible for the completeness
and accuracy of all information in the memorandum or otherwise provided to investors in connection with the debentures issued; (iii) MUS(INDIA) does not make any
representations or warranties on the creditworthiness of the issuer of the securities, the information provided in the memorandum, or on the adequacy/ sufficiency
and legal validity of the legal documentation or structure; (iv) investors must obtain independent advice in connection with the investment; and (v) MUS(INDIA) does
not owe any duty of care to investors and expressly disclaims all liability.

. Japan: This Note, when distributed by MUFG Securities affiliates located outside of Japan, is intended for distribution in accordance with Article 58-2 of the
Financial Instruments Exchange Act 1948 (“FIEA”) i) to a “Financial Instruments Business Operator” engaged in “Securities-Related Business” as defined in the FIEA
or i) to the government, the Bank of Japan, a qualified financial institution defined in Article 209 of the Cabinet Office Ordinance Concerning Financial Instruments
Business, Etc., or an Investment Manager.

When distributed by Mitsubishi UFJ Morgan Stanley Securities Co., Ltd. (“MUMSS”), this Note is intended for distribution to a “Professional Investor (tokutei-
toushika)” as defined in the FIEA.

. Australia: This Note is only intended for distribution to persons in Australia who are sophisticated or professional investors for the purposes of section 708 of
the Corporations Act 2001, and are wholesale clients for the purposes of section 761G of the Corporations Act 2001. This Note is not intended to be distributed or
passed on, directly or indirectly, to any other class of persons in Australia. This Note is for informational purposes only, it does not make any recommendations and
should not be relied upon for any investment purposes. For information on how we collect, use, store and secure personal information, please review our Privacy
Policy. MUBK and MUFG Securities have established policies and procedures to identify and manage conflicts of interest to uphold the values of integrity,
responsibility, accountability and trust, and to treat clients fairly. MUBK and MUFG Securities have put in place the following arrangements to prevent conflicts of
interest: information barriers to prevent the unnecessary exchange or misuse of confidential information; segregated deal teams to manage competing interests in a
transaction; defined procedures for dealing with conflicts of interest, including procedures on crossing information barriers; reasonable steps by Compliance to
ensure that information barrier arrangements remain effective and are effectively monitored.

. New Zealand: This Note is only intended for distribution to persons in New Zealand who are wholesale clients as defined in clause 4 of Schedule 5 of the
Financial Markets Conduct Act 2013, or are wholesale investors as defined in clauses 3(2) and 3, and clauses 36(b) of Schedule 1 of the Financial Markets Conduct
Act 2013. This Note is not intended to be distributed or passed on, directly or indirectly, to any other class of persons in New Zealand. For information on how we
collect, use, store and secure personal information, please review our Privacy Policy.

. Thailand: In Thailand, MUSE has a derivatives dealer registration with the Securities and Exchange Commission, Thailand
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https://www.bk.mufg.jp/global/globalnetwork/asiaoceania/pdf/australian_privacy_policy.pdf
https://www.bk.mufg.jp/global/globalnetwork/asiaoceania/pdf/australian_privacy_policy.pdf
https://www.bk.mufg.jp/global/globalnetwork/asiaoceania/pdf/nz_privacy_policy.pdf

