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Peg unpl ugged

EVER SI NCE THE MALAYSI AN RINGGA T was pegged to the US dollar in Septenber
1998, speculation on its fate never ceased to nmake the rounds. The | atest
canme upon the heels of the weakening of the Japanese yen against the Us
dollar. It began towards the end of last year with Japan's ailing econony
showi ng no signs of inprovenent.

The intensity of the ringgit peg went into high gear in nmd-January when
Prime Mnister Datuk Seri Dr Mahat hir Mhamad was reported to have said
Mal aysia may review the peg if further weakening of the Japanese yen
forces China to devalue its own currency. "if it goes down, |I'mworried
because it may cause China to devalue, and if China deval ues then of
course it will force us to rethink about our ringgit peg,’ the Ml aysian
prem er reportedly remarked.

VWhat failed to sink in anbng the speculators is that the potenti al
action by Malaysia is conditional on a conjunction of events occurring in
other countries. Imediately after Mahathir's remarks, James Ml col m
regi onal currency strategi st at JP Mdrgan Chase in Singapore, was reported
to have said: "That's a very big if in the first place.' He noted that
none of Asia's fixed currencies, whether China's, Hong Kong's or
Mal aysi a's, were overvalued on a historical basis over the post-Asian
crisis period.

Mahat hir's remarks canme about when the yen was noving towards its | owest
| evel against the dollar since md-1998. As expected, the Japanese
currency continued its decline, with the tacit support of its authorities.
The | owest point for yen for the first quarter of the year was on Feb 8
when it closed at 134.7 to the dollar

The yen however steered clear fromtouching 138 to the dollar, the | ow
it touched when Mal aysia inplenmented the ringgit peg on Sep 2 1998.
Conventi onal econom c advice was for inplenmenting managed fl oat operations
but the governnment decided to go the pegged exchange rate way. It fixed
the Mal aysian currency at RVB.80 to the US dollar, then deliberately
underval ued so as to stemcapital outflows.

The nove to anchor the ringgit to the US dollar was triggered by the
1997 Asian financial crisis. The strategy was designed to reduce the
ringgit's exchange rate volatility and to pronote a stable environnent
conduci ve to econom c recovery. It proved to be the right decision. Al
t hese things canme about, with the econony showi ng signs of recovery and
the peg able to withstand pressures fromvarious forces. Mre than 42
nmonths later, the peg is still standing at the original |evel.

In a recent interview with the nedia, Bank Negara assi stant governor
Latifah Merican Cheong reiterated the sustainability of the ringgit peg.
"The ringgit exchange rate at 3.80 is still sustainable. It is in line
wi th the econom c fundanentals and it has pronpoted trade and i nvestnents,'
she sai d.

Latifah stressed the exchange rate regine will not be changed j ust
because of short-term devel opnments; if it continued to pronote trade and
i nvestnments, the regi me should remai n unchanged. On a further reassuring
note, she added it is inportant for the country to ensure the regine is
sust ai nabl e.

No budgi ng of the yen

As for the potential devaluation of the yuan, China put all specul ation
to rest when it recently assured the yuan will stay put at its present



level. On March 10, its central bank governor Dai X angl ong said the
authorities will leave the peg about where it is “for the foreseeable
future'. Dai, head of the People's Bank of China, said the yuan may
appreciate if freed fromits peg to the US dollar. “The |ong-term
stability of the yuan exchange rate is beneficial both to China and the
rest of Asia,' he said. To prevent the currency from appreciating, China
currently maintains the yuan's peg by buying up surplus dollars from
China's state-run banks.

The assurance from Chi na nust have cal ned down sone nerves on the
forei gn exchange front. A local econom st froma |ocal research house
observes that, generally, devel oping countries such as China and Mal aysi a
whi ch require infrastructure devel opnent and where the rol e of inported
input is essential, may not benefit too much from deval uati on. Hence, the
exi stence of the pegged exchange rate is envisaged to provide a stable
financial market environnent, in particular to avoid the necessity for
donmestic nonetary policy to shadow the tightening cycle of US nonetary
policy in spite of the dollar/ringgit peg.

But there is still a potential hitch. Under the present fixed currency
regime, a country faces the policy dilenma of |osing nonetary control
This is due to the irreconcilable trinity of independent nonetary policy,
free capital flow and a stabl e exchange rate, However, to circument this,
Bank Negara has inposed capital control. This acts as a circuit breaker
all owi ng Mal aysia to set nonetary policy in line with donestic needs.

It has therefore been made cl ear Mal aysia would not re-peg, for the sake
of certainty and predictability. In its Annual Report, Bank Negara al so
said it would continue to maintain a stable and fundanental |y sound
exchange rate, and would not respond to margi nal and short-term
m sal i gnments that can reverse within a short period in response to
changes in sentinments.

The central bank went on to add it is the country's policy to nmaintain
i nternational conpetitiveness through efficiency and productivity gains
rather than via the exchange rate. This is because the conpetitive
deval uati on of currencies would not bring any significant gains but woul d
instead | ead to higher costs and a destabilized environment.

Mor eover, tweaking with the peg rate has its di sadvantages. If the
ringgit is re-pegged too often, the unpredictability factor would return
The very specul ators whomthe authorities are trying to evade will be back
in force as there woul d be speculation as to whether there will be anot her
re-pegging in future.

Therefore, re-pegging would be done, if at all, only as a |l ast resort
when the situation really warrants it. The re-pegging also carries serious
downsi de econom ¢ risks such as higher inport bills, inported inflation
hi gher US dol | ar external debt and an erosion of the nation's living
standards. A Mal aysi an i ndependent econom c research group felt re-peggi ng
may al so cast doubt on Bank Negara's conmmitnment and its ability to further
mai ntain the peg. This could heighten the ringgit's vulnerability to
future pressures.

Position of the peg, now and in the future

There have been many voices out there calling for an outright abandoning
of the peg. That does not seemlikely to happen in the near future. There
have al so been sonme observers who have called on the authorities to
consider mgrating to a nore flexible formof foreign exchange regi ne. The
mai n argument for such a nove is that bottling up the exchange rate
protects agai nst exchange rate volatility but many other effects wll
ultimately show up over tinme in some other aspects of the econony that
cannot be, or are not, controll ed.

Sonme quarters have even suggested a crawling peg, seen as a m dway



option between the two extrenes of totally fixed and conpletely free-
floating exchange rates. Under the crawing peg theory, the governnent
adjusts the peg by small amounts, but frequently. Another possible option
is ajoint float, another mdway choice. Here, a group of countries have a
fixed or adjustable peg systembetween their own currencies, but jointly
float against all other currencies.

Yet another alternative is the basket option where the ringgit is pegged
to a basket of chosen currencies, avoiding over-exposure of the I oca
currency like the US doll ar

For the present, the advantages of having the peg are too good to
i gnore. Since |ocking the exchange rate to the US dollar, the effect on
t he econony has been positive. (bservers note the advantages of the pegged
regime in ensuring specul ators are unable to influence or mani pul ate the
currency level. Financial authorities are also able to bring down the
interest rate or boost public spending through deficit financing, wthout
bei ng contrai ned by how the currency markets will react.

Anot her direct benefit has been for the business community. They have
been able to inport and export products at prices fixed either in the US
dollar or the ringgit, with certainty as to how nuch these prices will be
worth in terms of the other currency.

Al'l things considered, the peg seens set to stay and weather any storm
comng its way.
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