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INSAP COMMENTARY 

OIL PANDEMONIUM: A RECIPE FOR DISASTER 

QARREM KASSIM 

The Malaysian economy in the first half of 2020 will without a doubt be in dire straits, hit by a multitude 

of crises, from the COVID19 pandemic to the partial lockdown to the oil market crash. The domino effects 

stemming from what was originally a health crisis will be one never seen before in modern economic 

history. 

As the number of COVID19-infected individuals soared, an international effort was made by governments 

the world over to promote social distancing and in many cases imposed nation-wide lockdowns. This had 

caused a chain reaction that crippled private consumption, domestic travel and international air travel 

culminating in a collapse in global oil demand which had fallen faster than the historic 10% cut in 

petroleum production recently agreed to by OPEC plus.  

On April 20, the international benchmark price of oil, Brent crude oil fell to a low of $25.36 a barrel while 

for the first time ever, West Texas Intermediate crude turned negative, at -$37.63, effectively paying 

buyers to take oil off the producer’s hands for producers to continue production.  

 

It is worthwhile noting here that the international benchmark is always Brent crude while in the US market, 

WTI crude is used as a benchmark, as it relates to both shale and non-shale oil production in the US 

states of Texas, Alaska and New England. It should also be understood that the US is the single largest 

producer of petroleum and natural gas and due to the collapse in oil demand from the fallout of the 

coronavirus epidemic, US producers have limited options on offloading their crude.  

This has resulted in firms across the US resorting to renting off and onshore tankers to store the surplus 

supply, forcing the price of oil negative, effectively paying buyers to store their product. The dramatic 

reversal towards -$37 a barrel is also in part due to a technicality in the global oil market. This is because 
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oil is traded on its future price and May’s futures contracts are due to expire today, allowing traders to 

offload their contract holdings to avoid incurring the storage costs of taking in the delivery of oil.  

The collapse in the WTI towards negative territory at -$37 on 20 April had shocked many analysts in the 

oil industry. There are several reasons for this, firstly, oil producers are worried about the limited storage 

capacity which many estimated could run out in May.   

Despite US oil firms making the commercial decision to cut production, the world still has more crude oil 

supply that it is unable to use. As capacity fills fast on both off and onshore storage platforms, it is likely 

to bear down further on oil prices.  

It may help to visualize that from the perspective of an American producer, even if the consumer is able 

to obtain cheaper petrol prices at the pump, there is nowhere they are able to travel to as most businesses 

are closed and in addition places of work and factories have drastically furloughed workers leaving 

consumers with less income to spend on private consumption which will undoubtedly affect the vehicular 

transportation of goods.   

It may also come as an interesting point to note that the most expensive oil in the world is from Malaysia, 

specifically from the South China Sea drilled from Sabah and Sarawak known internationally as Tapis 

Crude. This highly profitable oil commodity known as sweet crude, which is extremely light and has a 

sulphur level of less than 0.5%.  

 

On 20 April, Tapis sweet crude closed at $27 as opposed to a closing price of $25.57 for the international 

benchmark, Brent crude oil. This represents a worryingly low sweet crude premium price which in January 

2018, traded at a premium of $4 per barrel. In addition, the refineries of South East Asia are more willing 

to pay a premium for quicker and higher quality Malaysian sweet crude rather than wait for Brent or other 

quality grades to arrive.  
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This has serious and dire ramifications for the Malaysian economy whose budget depends heavily on the 

international price of crude oil. 

Malaysia is at risk of facing a massive financing gap in its budget. Based on budget 2020, Ambank Bhd 

estimated that oil revenues will contribute as much as 20.7% of total revenues, which had used an 

international oil price of $62 a barrel.  

To maintain the estimated $62 per barrel, the remaining months of 2020 (including April) will need to 

maintain an average price of $64 per barrel to achieve the price targeted in the budget. Needless to say, 

this is an extremely unlikely outcome given our current predicament, a real-life scenario where oil prices 

had fallen by over 63% since the beginning of the year.  

Additionally, if we were to take the assumption from Khazanah Research that for every $1 drop in the 

international oil price, Malaysia loses RM300mil in revenues, should a $20 per barrel outcome 

materialize, Malaysia is facing a RM12.6bil potential loss in revenue. 

Aside from this, we must also consider the recent stimulus policy announced by the current administration 

to help raise the incomes of people in the B40 and relief measures for SMEs, adding further strain on 

public finances and may end up running a larger budget deficit as a percentage of GDP than previously 

estimated, with a considerable possibly of crossing the 4.5% deficit mark if a drastic revision in the 

national budget is not undertaken.  

The impact to the general economy will be 

severe, due to the fact that the oil and gas 

industry in Malaysia provides employment 

to millions of people throughout the entire 

supply chain. A collapse in the price of oil 

will certainly squeeze profit margins in the 

short term for many oil and gas players, 

causing mass retrenchments and a 

slowdown in job growth.  

Retrenchments in the job market will lead 

to a loss in worker income across the board 

as margins for companies outside oil and 

gas will also become squeezed. Industries such as consumption-based services will be under pressure 

to meet their margins, as a loss in overall income affects people’s spending decisions when faced with a 

more severe budget constraint.  

The banking sector may therefore see an uptick in non-performing loans leading to greater impairment 

losses and an overall slump in lending confidence to contain its risk exposure. Greater conservatism in 

lending will lead to fewer business able to obtain loans for capital expenditure reducing the overall output 

of the economy.  

In addition, a slowdown in employment will trigger a worsening of youth unemployment, with Malaysia 

already being one of the highest in Asia, at over 10% youth unemployment. This will render young 

graduates unable to pay their study loans and represents an even greater challenge in the medium term. 

The loss in their repayment ability also represents yet another potential loss in income for government 

coffers who earns income from study loans given out.  
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There is hope for optimism however, that the COVID19 recovery will occur in full swing by mid-June, it is 

hoped that by that time, the impacts on the oil market may ease and allow oil to crawl back to manageable 

levels.  

However, the impact to the state oil company, Petronas will be dire. Though they are fortunate to have a 

healthy cash balance, market analysts are expecting a negative free cash flow to the firm after capex and 

dividends are considered, forcing the company to absorb potential losses during the year. According to 

Fitch, this is expected to continue till mid-2021, when there is considerable potential for an upside swing 

in international oil prices.  

Importantly, as an oil exporting nation, the Malaysian currency is also set to suffer badly as the strength 

of the currency is vulnerable to movements in the international price of oil.  

In this regard, further monetary easing policies from the current regime may prove to be more difficult 

due to the global economic headwinds. Any easing of monetary policy will help to add pressure on the 

ringgit to weaken against the US dollar.  

This can pose a risk on potential inflationary pressure as imports become more expensive (we mustn’t 

forget the fact that Malaysia is a net food importer with a quarter of our food supply imported). Coupled 

with a slowing economic growth environment, this will not augur well for the Malaysian economy. Despite 

this, lower oil prices may in fact help to offset the weakening of the currency in slowing down the rate of 

price increments. 

Fortunately, Malaysia’s foreign debt obligations comprise only 3% of the total debt, with 97% being 

denominated in the local currency. This ensures that there will be no foreign debt payment crisis as we 

are able to turn on the printing press to pay off our debt obligations, this however comes at the cost of 

devaluing the currency further to meet our payment obligations.  

Malaysia and its currency are in an unfortunate place however, as there are limited measures that we 

can take. Measures such as temporarily pegging the currency may be possible, through are also are not 

without ramifications, as keeping a currency pegged requires a vast level of international reserves to 

shore up the strength of the currency. 

Implementing capital controls on the currency may help to soften the impact on the ringgit in the short-

term such as limiting the outflow of capital and restricting the acquisition of foreign assets by domestic 

capital. These controls are more feasible as Malaysia does not have the vast levels of currency reserves 

required to keep a currency pegged or to even have a managed float system such as China who has one 

of the world’s biggest reserves of the US dollar. 

In conclusion, the situation facing the economy is a dire one, and sound policy decisions and reviews of 

our budget are necessary to stop the impact of lower oil prices and the COVID19 pandemic from reaching 

disastrous proportions.   


