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Abstract. The switching of exchange rate regimes may have a significant impact on the 

macroeconomic fundamentals of the economy. The study evaluates Malaysia’s 

macroeconomic fundamentals to determine whether Malaysia has exited the pegged regime 

in an orderly manner during the 1997 Asian financial crisis. Based on visual impressions and 

the analysis of selected macroeconomic fundamentals for the period 1998 to 2005, Malaysia 

fits the general pattern of an orderly exit with a gradual pace. The next challenge for 

Malaysia is to maintain a credible regime that is consistent with the underlying economic 

fundamentals and sustain post-exit growth performance, especially during currency crises. 

Exchange rate flexibility is still an important determinant in the growth of international 

financial markets, especially for emerging market economies. 
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1. Introduction  
The switching of exchange rate regimes may have a significant impact on the macroeconomic 

fundamentals of the economy. There is an ongoing debate on the appropriate exchange rate 

policy for industrial and developing countries. The debate focuses on the degree of fixity and 

flexibility of the regimes and the costs and benefits attached to them. The empirical works on 

the issue focus on the differences in growth, trade, inflation, business cycles, and commodity 

price behavior across different exchange rate arrangements (Reinhart and Rogoff, 2002). 

While many developed economies are switching to flexible regimes, many emerging 

economies are still under ‘conventional peg (Edwards, 2020). 

  

The research on exits from pegged exchange rate regime towards a more flexible one 

focus on the nature (orderly or disorderly) and the pace of the exit (fast or gradual).  Since 

Malaysia de-pegged ringgit (RM) in July 2005, it is important to investigate the nature and 

pace of the exit to examine whether the exit was orderly. Specifically, the following questions 

are raised. First, what are the macroeconomic fundamentals associated with the decision to 

exit the pegged regime? Second, is the choice of managed float regime consistent with 

Malaysia’s macroeconomic fundamentals at the time of the exit?  The lessons learned from 

exiting the peg or any regimes could be applied in the recent movement towards digital 

currencies adoption by central banks. The Central Bank of China took the lead by introducing 

the digital yuan, known as the Digital Currency Electronic Payment (DC/EP), in late 2020. 
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The Covid-19 pandemic is believed to boost growth in sovereign digital currency. Therefore, 

it is important to learn the impact of shifting to digital currencies on the economy. 

  

The paper is organized as follows. After the introduction, section two discusses 

previous literature. Section three describes the research method while section four examines 

the findings. Finally, section five concludes the discussion. 

 

2.  Literature Review 

There are three successive phases in the exchange rate literature. The first phase was spent on 

understanding the mechanism of the exchange rate. The second phase of the early 1960s to 

mid-1980s focused on identifying the correct exchange rate regimes. Recently, the merits of 

alternative exchange rate regimes and the degree of fixity and flexibility for the industrial and 

developing countries are debated (Polak, 1995).  

  

Traditionally, the costs and benefits of exchange rate flexibility are assessed in terms 

of growth, trade, inflation, business cycles, and commodity prices across different regimes. 

Most empirical works conducted rely heavily on the IMF classification of exchange rate 

regimes. The empirical results are mixed and inconclusive. Some examples include the 

seminal works of Baxter and Stockman (1989) and Flood and Rose (1995) on selected 

Organizations for Economic Cooperation and Development (OECD) countries that did not 

detect any significant differences between moving from fixed to flexible regimes in terms of 

macroeconomic stabilities (cited in Reinhart and Rogoff, 2002). Mussa (1986) examines 
bilateral exchange rates for 17 market economies over the period 1957-1984 and concludes 

that exchange rate volatility is 8 to 18 times higher during the flexible rates period (cited in 

Meltzer, 1993).  

  

The bipolar view or corner solutions as advanced by Eichengreen (1994) and Fischer 

(2001), is not tenable (cited in Asici and Wyplosz, 2003). This ‘hollowing out hypothesis’ 

posits that only hard pegs and fully flexible rates are sustainable in the long run. The soft 

middle ground carries greater risk, because it opens a country’s currency to market forces but 

leaves policymakers without all the tools to defend it. Therefore, countries are forced to 

choose between these two-corner strategies. 

  

However, Husain et al. (2004; cited in Asici et al., 2005) reveal different patterns in 

developed and emerging market economies suggesting that the flexible regime is more 

conducive to the developing economies. Based on the development in the empirical works, 

there are attempts to reclassify the IMF’s de jure classifications into de facto classifications 

based on demonstrated behavior of exchange rates of the economies. The reasons are due to 

the noticeable differences between the de jure and de facto classifications as proposed by 
Reinhart and Rogoff (RR henceforth, 2002) and Levy-Yeyati and Sturzenegger (LYS 

henceforth, 2001). These authors look at what countries actually do instead of what they say 

they do. RR looks at the actual exchange rate while LYS base their algorithm on the official 

exchange rates.  

  

LYS study on 183 countries for the period 1974-2000 based on the de 

facto classification shows that the floaters are doing better in their per capita income and 

output volatility as opposed to the findings of the IMF’s. Asici and Wyplosz (2003) reach the 

same conclusions using RR classifications covering the period 1975-2001 with a sample size 

of 55 developed and developing economies. Asici et al. (2005) further improved the 

methodology and report that post-exits are better when de-pegging occurs in good 

macroeconomic conditions. Referring to the German experience, Sauernheimer (2004) 
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suggests that switching is favorable for the economy when the balance of payment is in 

surplus and the currency is slightly undervalued.  

  

Duttagupta et al. (2004) analyze the nature of exits from pegged to flexible regimes 

based on the IMF’s de facto classifications from 1990-2002 for all IMF member countries. 

They conclude that a large share of exits is disorderly and the pace of the orderly exiters is 

gradual. The biggest number of exiters is from hard pegs, and fixed and crawling pegs. A 

total of 139 exits is identified of which 84 constitute disorderly exits. Figure 1 depicts exits 
based on the type of exchange rate regimes.  

 

Figure 1: Exits by Types of Exchange Rate Regimes, 1990 - 2002 

 
                 Source: Adapted from Duttagupta et al. (2004)  

 

2.1 Exchange Rates Regimes in Malaysia 

Malaysia has adopted various exchange rate regimes since 1900. The simple classification by 

the IMF shows only three arrangements over the period 1978-2005 namely managed floating, 
pegged, and managed floating against a basket of currencies. However, Reinhart and Rogoff 

(2002) classifications based on the de facto arrangement reflect much broader choices and 

increasing flexibility of ringgit. 

  

The United States dollar (USD) has been an important nominal anchor for the ringgit. 

An empirical investigation estimates the weight attached to USD by Malaysian monetary 

authority over the years. The weight attached to USD rises from 0.40 in 1973-1977 to more 

than 0.85 from 1989 onwards. From 1990-1998, the weight exceeds 0.85 (Kawai 2000). 

When ringgit was pegged to USD in 1998, the dependency level increases to 1. 

  

Malaysia practices managed floating within a moving band in the 70s. In June 1972, 

the Malaysian dollar was linked to USD with a fluctuating rate of M$2.76-M$2.88 but was 

revised to M$2.48 - M$2.60. After the Malaysian dollar was renamed ringgit in 1975, the 

exchange rate was managed within a band of RM2.50 - RM2.70 (Liew et al., 2003). The 

managed float was sustained until the financial crisis of 1997. In September 1998, Malaysia 

pegged ringgit to USD at RM3.80 = USD1. 

  
Malaysia exited the pegged regime on July 21, 2005 and subsequently adopts a 

managed float against a basket of currencies. The move was ‘positive to the economy’ and 

would better reflect the country’s economic fundamentals (Bernama, 2005). The decision was 

made to ensure ringgit stability vis-à-vis major regional currencies. Ringgit stability was 

achieved by maintaining the value of the ringgit against a trade-weighted index of Malaysia’s 

major trading partners. Malaysia de-pegged ringgit on the same day China floated yuan. 

Within two hours of the announcement, ringgit fluctuates once and the national reserves 
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increase to USD2 billion. Table 1 lists the chronology of the historical exchange rate regimes 

in Malaysia over the period 1903-2005. 

 
Table 1:  Exchange Rate Regimes in Malaysia, 1903 - 2006 

Date Classification 

Primary/Secondary/Tertiary 

Comments 

June 25, 1903 – February 1906 

 

February 1906 – February 15, 

1942 

 

 

February 15, 1942 – September 

2, 1945 

 

 

 

April 1, 1946 – June 12, 1967 

 

 

Up to June 1967 

 

June 12, 1967 – September 5, 

1975 

 

September 5, 1975 – July 1997 

 

 

August 1997 – September, 1998 

 

September 2, 1998 – July 20, 

2005 

 

July 21, 2005  

 

 

January 2021 

Peg 

 

Peg to Pound Sterling 

 

 

 

Exchange rate arrangement with 

no separate legal tender 

 

 

 

Peg to Pound Sterling 

 

 

Currency Board as the sole 

currency issuing authority 

Peg to Pound Sterling 

 

 

De facto moving band around US 

dollar 

 

Freely floating 

 

Peg to US dollar 

 

 

 

Managed float against a basket of 

currencies 

Silver 

 

On September 18, 1939 foreign 

exchange controls are introduced 

 

Japanese military Yen (Gumpyo) 

are declared legal tender 

 

The Straits Dollar became 

known as the Malayan Dollar 

 

 

 

 

Malaysian Dollar renamed as 

Ringgit 

 

Band is +/- 2%, within RM 2.50- 

RM2.70. Officially, the ringgit is 

pegged to a basket of currencies 

 

 

RM3.80 = USD1 

 

 

RM3.3771 = USD1 as at Sept. 

25, 2005. 

 

RM4.047  = USD1 

 

 

IMF Classification 

September 1978 – September 1998             Managed Floating 

September 1998 – July 2005                        Conventional Pegged Arrangement (RM3.80 = USD1) 

July 21, 2005 – Present                                Managed Floating Against a Basket of Currency 

Source: Reinhart and Rogoff, 2002; Bernama, 2005. 

 

3. Research Method 

To investigate whether Malaysia has exited the pegged regime in an orderly manner, we 

follow the guidelines provided by Duttagupta et al. (2004) and Karacadag et al. (2004) in 

examining the key macroeconomic performances. The key operational aspects addressed are 

foreign exchange market, official intervention, changes in anchor and monetary policy and 

managing exchange rate risks. Each operational aspect is discussed next. 

  

3.1 Foreign Exchange Market 

  

The important requirement under this criterion is having a deep and liquid foreign exchange 

market. Allowing exchange rate flexibility is the first step. Malaysia has exited the peg when 

her currency is slightly overvalued, the balance of payment is in surplus and the inflation is 

low. Thus, Malaysia exhibits favorable preconditions before the exit. Furthermore, the capital 

adequacy of banks is strong, and capital market remains relatively deep by the regional 
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standard. Moreover, the trade and current account have registered surpluses in recent years 

(IMF Survey, 2005). Table 2 lists selected macroeconomic performance of the country from 

1998 until 2005. 

 

Table 2:  Selected Macroeconomic Indicators in Malaysia, 2001 - 2005 

Macro 

Indicators 

 

2001 

 

2002 

 

2003 

2004 

Estimates 

2005 

Projections 

(% change) 

Real GDP 0.30 4.10 5.30 7.0 6.0 

 

Real  

Domestic Demand 

0.0 6.10 3.70 9.30 5.90 

(% of GDP) 

Federal Government Overall 

Balance 

 

-5.50 

 

-5.60 

 

-5.30 

 

-4.50 

 

-3.70 

 

Total Public Sector Debt1 

 

 

69.10 

 

 

69.40 

 

 

69.0 

 

 

68.30 

 

 

62.90 
1excludes financial public enterprises and nongovernment guaranteed domestic debt of nonfinancial public 

enterprises.  

Source: IMF Publication Notice No. 05/33. 

 

Balance of Payments, 1998-2003 

 

 

Account 

 

     1998 

 

1999 

 

2000 

 

2001 

 

2002 

Prel. 

2003 

 in % of GDP   

Current Account Balance 13.2 15.9 9.4 8.3 7.6 12.9 

     Trade Balance 24.4 28.6 23.1 20.9 19.1 24.8 

     Capital Balance -7.9 -10.5 -11.6 -10.2 -8.6 -9.5 

Capital Account Balance -3.5 -8.4 -6.7 -4.4 -3.3 -3.0 

     Net FDI 2.6   3.1 2.0 0.3 1.4 1.1 

     Net short term flows -7.3 -12.6 -10.0 -7.3 -6.1 -1.0 

Net errors and omissions1 -3.4 -1.6 -3.6 -2.8 -0.3 0.1 

Overall balance  6.2  5.9 -1.1 1.1 3.9 9.9 

       1 Includes portfolio investment for years prior to 1998. Prel.=Preliminary data. 

        Source: IMF Country Report No. 05/102, 2005. 

 

Other measures to deepen the market include reducing the central bank’s market-making 

roles, increasing market information, deregulation, and facilitating the development of risk-

hedging instruments. Malaysia has launched the Financial Sector Masterplan (FSMP) in 

March 2001 to “outline the strategies for the development of the financial sector” (FSMP, 

2001: 6). The relaxation of regulatory controls from the “regulator knows best” stance to the 

“supervised market approach” signals the move towards liberalization and deregulation 

(FSMP, 2001: 40). Given the commitment outlined in the FSMP, Malaysia’s decision to exit 

from the pegged regime is gradual, timely, and not disruptive. 

  

3.2 Official Intervention 

  
The stationary characteristic of the real exchange rate is important to maintain economic 

equilibrium. The stationarity of the ringgit real exchange rate suggests that the central bank’s 

management of ringgit has maintained the country’s exchange rate policy in equilibrium for 

the period under review. 

  

Tan and Chong (2005) empirically analyze ten selected macroeconomic fundamentals 

of Malaysia before and during the pegging of ringgit (January 1980 – August 1998 and 
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September 1998 – September 2003). The results indicate that only money supply, Consumer 

Price Index (CPI), reserves, import, and Gross Domestic Products (GDP) variables are 

sensitive to the switch. The real exchange rate misalignment is also calculated and was shown 

that the misalignment has been reduced during the pegging period, indicating that the macro 

variables adjusted well to the regime switch. The value of the average total sum of squares 

between the real exchange rate and the equilibrium exchange rate was 0.0052 during the 

managed float period and 0.0018 during the fixed regime period. The authors conclude that 

policy measures undertaken during the crisis responded well to the macro-fundamentals. 
However, pegging ringgit might not be efficient in the medium and long term since the 

economy is back on its normal and stable track. 

  

3.3 Changes in Anchor and Monetary Policy 

  

A new nominal anchor and monetary policy framework are crucial requirements under this 

criterion. The emphasis is on price stability with inflation targeting and the credibility and 

commitment of the central bank in following through. By adopting managed float against a 

basket of currency and keeping the inflation rate consistently below five percent, Malaysia 

has been preparing herself towards a gradual exit. 

  

During the early 1970s, BNM favors monetary aggregates as its primary operating 

target. In 1989, the operating target was switched to inter-bank rates. In 1998, the BNM 

introduces the 3-month intervention rate as a policy rate. To make its operation more 

transparent and predictable, the BNM conveys its policy intention to the market through its 

daily tender operations and the 3-month intervention rate. It announces that promoting the 

stability of the exchange rate continues to be its primary policy objective (Bernama, 2005). 
  

Research conducted on BNM policy rate changes and interest rate volatility over the 

period 1980-2002 shows that interest rate has become less volatile during 1998-2002 (Ismail 

and Ghazali, 2005). The findings show improved efficiency in the financial system. 

Furthermore, the reforms undertaken in 1998 marked a further step towards providing a clear 

signal to the market of the direction of BNM monetary policy through the introduction of the 

3-month intervention rate. To measure the vulnerability of the financial system to external 

funds, the indicator used is the ratio of M2 to foreign reserves. The ratio was 3.3 for 

Malaysia, as compared to 4.7 for Indonesia and 5.7 for Thailand (Siriwardana and 

Iddamalgoda, 2003). 

  

Three main factors affect the international monetary situation in the Asian region 

during the 1997 crisis period. First, the movements of the United States dollar and the 

widening of the United States’ current account deficit. Second, interest rate differentials that 

influence exchange rates. Third, exchange rate policy in Asian countries, especially Korea 

and China. These two countries have been accumulating large reserves, therefore, mitigating 
the depreciation of the United States dollar in the region. These developments help the 

monetary authorities in some Asia countries to have consistent monetary policy objectives 

with both the external and internal balances (BIS 74th Annual Report, 2005). 

  

The appropriate level of assessing foreign reserves level used to be based on the 

import cover (reserves should be some multiples of the import value). However, since the 

1997 financial crisis, the level of foreign reserves is tied to the capital account. After the 

crisis, the accumulation of reserves appeared to be the target. The United States dollar has 

depreciated against major currencies with reduced exchange rate volatilities. In the case of 

Malaysia, the changes in interest rate volatility were obvious immediately after the crisis but 

were reduced to 3.6 in early 2004 (BIS 74th Annual Report, 2005). The changes in official 
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reserves, a measure of adequacy, and exchange rate volatility for Malaysia are shown in 

Tables 3, 4, and 5, respectively. 

 
Table 3: Annual Changes in Official Foreign Exchange Reserves (USD billion) 

 

 

Malaysia 

1998 1999 2000 2001 2002 2003 

Memos: 

Amounts 

outstanding as at 

end 2003 

4.7 4.9 -1.0 1.0 3.7 10.2 43.5 

Notes: China reported 403.3; Taiwan 206.6 and Hong Kong SAR 118.6 amounts outstanding.  

Table 4:  Foreign Exchange Reserves and Measures of Adequacy 

Malaysia 

Reserves/Import1 Reserves/Broad Money2 Reserves/Short-term Debt3 

1996 
1998- 

20014 
2003 1996 

1998- 

20014 
2003 1996 

1998- 

20014 
2003 

4 5 6 28 34 41 226 326 416 

Notes: 1Months of import. 2 in %. 3 International debt securities and liabilities to BIS reporting banks with a 

maturity of less than one year. 4 Average of the period.  

 
Table 5:  Exchange Rate Volatility and Changes in Reserves 

Malaysia 

January 1998 – December 2001 January 2002 – February 2004 

Exchange Rate Volatility1 
Change in 

Reserves2 

Exchange Rate Volatility1 
Change in 

Reserves2 Bilateral 
Nominal 

Effective 
Bilateral 

Nominal 

Effective 

11.7 10.7 10.7 0.0 3.6 17.8 

Notes: 1 Calculated as the standard deviation of annualized daily percentage changes in the exchange rate over 

the period.  2 Cumulative changes over the period, in billion of USD.  

Sources: Adapted from BIS 74th Annual Report (2005) and IMF.  

 

4.  Results and Discussion 

The literature on exiting the peg towards the flexible regime is relatively few. The idea was 

first explored by Asici and Wyplosz (2003) and Duttagupta et al. (2004). Asici and Wyplosz 

define a troubled exit as when the depreciation rate of the nominal exchange rate over the 

period comprising of six months before and six months after the exit is more than 25%. Since 

ringgit was quite stable and fluctuates only once after the de-pegging in 2005, the exit is 

considered as orderly.  The second definition of an orderly exit is based on the work of 

Duttagupta et al. (2004). The disorderly exit is defined as the situation in which the 
depreciation of the nominal exchange rate during the month after the exit is greater than or 

equal to the average depreciation over the previous six months plus two standard deviations 

of the depreciation rate over the same period.  

  

Since Malaysia has de facto pegged ringgit to USD, there is no variation in the 

nominal exchange rate against USD six months before the de-pegging as shown in Table 9.6 

earlier. After the exit, ringgit fluctuates only once and remains stable afterward. The market-

determined exchange rate as of September 25, 2005, was RM3.771=USD1 

(www.bnm.gov.my). As expected, the ringgit appreciated against the USD. Furthermore, the 

empirical evidence and the evaluation based on the IMF policy recommendations show that 

the country’s economic fundamentals are consistent with the flexible exchange rate regimes. 

Therefore, theoretically and based on macroeconomics statistical data, Malaysia has adopted 

a gradual and orderly exit from the pegged regime.  

  

The view that countries tend to wait too long to leave a pegged exchange rate regime 

and that the best time to do so is when both internal and external economic conditions are 
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favorable is reflected in Malaysia’s recent de-pegging decision. This is known as the ‘fear of 

floating’ in which countries hesitate to leave a pegged regime when it is working well. The 

Mexican financial crisis in 1994 and the Asian financial crisis in 1997 are examples of 

unhedged foreign currencies creating sizeable credit and liquidity risks for banks. The causes 

of the Asian financial crisis are still debated but the consensus is the huge inflows of short-

term capital into the region. Nonetheless, BNM has effectively managed the crisis and led 

Malaysia to faster recovery (Hasan, 2002).  Since then, Malaysia’s economy has recorded 

consistent growth after the 1997 crisis and the inflation has remained low at approximately 2 
to 3 percent (FSMP, 2001). Inflation was contained at 2.8 percent in 1999. Table 6 lists 

selected important macroeconomic indicators in Malaysia for the period 1992 to 1999. 

 

Table 6:  Selected Macroeconomic Indicators, 1992-1999 

Macroeconomic Indicators 1992 1993 1994 1995 1996 1997 1998 1999 

CPI 4.7 3.6 3.7 3.4 3.5 2.7 5.3 2.8 

M2 19.1 22.1 14.7 24 19.8 22.7 1.5 11.6 

Short-term interest rate (%) 8.1 7.2 5.1 6.1 7.2 8.7 6.5 3.2 

Exchange rate (RM/USD) 2.5 2.6 2.6 2.5 2.5 2.8 3.9 3.8 

 Notes: Data are in percentage change from previous year, except as noted. 

 Source: www.bnm.gov.my 

 

Malaysia publishes a comprehensive set of reliable economic and financial statistics 

which are publicly available through various channels, publicly and privately. The practice of 

information sharing and being transparent will enhance the BNM's credibility and ensure 

good practices. Managing risks is a new area that needs to be developed by BNM and 

requires constant monitoring to prevent a speculative attack on ringgit. An orderly exit from a 

pegged to a flexible regime requires the following conditions to be fulfilled. First, the 

economy must have a good financial structure. Second, the official intervention must be 

selective and parsimonious. Third, changing the anchor and monetary policy by focusing on 

inflationary targeting and fourth, managing exchange rate risks.  

 

The recent development in the monetary policy is the introduction of sovereign digital 

currency. There are some advantages and disadvantages of digital currencies. With the 

outbreak of the coronavirus, the global economy is impacted and digital currencies become 

the safe haven as consumers avoid physical stores for fear of getting infected. The good 

things are during the Covid-19 pandemic, digital currency supports financial inclusion by 
broadening access to vulnerable people and provides an efficient method of payment. On the 

other hand, the disadvantages include competition between central banks and commercial 

banks for deposits and lending and cybersecurity issues, and financial fraud (Crawley, 2020). 

The argument is whether central banks themselves should issue a legalized digital currency 

that could be used by the general public (Said, 2019). In many countries, the freedom that 

comes with exchange rate flexibility is still regarded as important (Obstfeld, 2015). 

 

5. Conclusion 

  
The study evaluates Malaysia’s macroeconomic fundamentals in determining whether 

Malaysia has exited the pegged regime in an orderly manner. Based on visual impressions 

and analysis of the macroeconomic fundamentals, the exit was orderly. Malaysia fits the 

general pattern of an orderly exit at a gradual pace. The next challenge for Malaysia is to 

maintain a credible regime that is consistent with the underlying economic fundamentals and 

sustain post-exit growth performance. The issue is of special interest due to the coronavirus 

pandemic in which the digital currencies and the decline of cash usage will have an impact on 

the exchange rates. 
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Recent trend shows that increasing number of countries has exited the soft middle 

ground towards the flexible regimes. Furthermore, empirical investigations reveal that a 

flexible exchange rate is a durable arrangement for emerging economies. However, in 

switching regimes, the government has to consider two things. First, what is the order of 

priorities for her citizens? Second, which macroeconomic objective the country is pursuing? 

The exit is more likely to be orderly when undertaken in favorable conditions with sound 

macroeconomics, an adequate banking system, and a period of capital inflows.  
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