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ABSTRACT 

Malaysian economy is an open economy and their international trade are valued more than 

domestic production which it is highly dependent on global market and their export activities 

are driving towards their economic growth. An internal and external sector are important to 

support their international trade activities, consequently, it can contribute to a rapid 

economic growth in the future. In this paper, a tool in adjusting FDI, price level, interest rate 

and reserve items are the main concern in stabilising exchange rate fluctuation in Malaysia. 

This study empirically explore the relationship between exchange rate and extend our 

finding in the form of nonlinear estimation in exploring the variables.  By using annually 

time series data for the period over 1982 to 2018 has been taken to achieve the objectives of 

the study. The main finding of our research is reserve items, FDI, CPI are significant to have 

a negative relationship with exchange rate. While both monetary tools of interest rate and 

money supply are significant to cause exchange rate with positive sign. 

Keywords: Malaysia, economies, Consumer Price Index (CPI), Foreign Direct 

Investment (FDI), interest rate, money supply, reserve item 
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Kesan Asimetri Barang Rizab terhadap Kadar Pertukaran di Malaysia 

ABSTRAK 

Ekonomi Malaysia adalah ekonomi terbuka dengan perdagangan bernilai lebih tinggi 

daripada pengeluaran domestik yang sangat bergantung pada pasaran global dan kegiatan 

eksport yang mendorong kepada pertumbuhan ekonomi. Sektor dalaman dan luaran penting 

untuk menyokong aktiviti perdagangan antarabangsa di Malaysia. Dengan itu, ianya dapat 

menyumbang kepada pertumbuhan ekonomi yang pesat di masa depan. Dalam kajian ini, 

alatan untuk mengkaji FDI, harga, kadar faedah dan rizab adalah berfokus kepada 

kestabilan naik turun kadar pertukaran di Malaysia. Secara empirical, kajian ini mengkaji 

hubungan di antara kadar pertukaran serta memperluaskan hasil kajian dengan meneroka 

pemboleh ubah dalam bentuk anggaran tidak linear. Dalam mencapai objektif kajian, data 

siri masa secara tahunan telah digunakan untuk tempoh masa 1982 hingga 2018. Dapatan 

utama kajian ini mendapati rizab, FDI, dan CPI mempunyai hubungan signifikan dan 

negatif dengan nilai tukaran wang. Manakala, kedua-dua faktor kewangan seperti kadar 

faedah dan penawaran wang adalah penting dalam menyebabkan kadar pertukaran 

mempunyai hubungan positif.  

Kata kunci: Malaysia, ekonomi, Indeks Harga Pengguna (CPI), Pelaburan Langsung 

Asing (FDI), kadar faedah, bekalan wang, barang rizab 
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CHAPTER 1  
 

 

INTRODUCTION 

1.1 Introduction 

Being a small open economy, Malaysia is experiencing the openness index that is 

more than one. According to the statistics that publish in Worldbank development indicator 

(WDI), the value of openness index of Malaysia in 2018 was recorded at 1.31. Meaning to 

say here, Malaysian economy is an open economy and their international trade are valued 

more than domestic production.  In other words, Malaysian economy is highly dependent on 

global market and their export activities are driving towards their economic growth. 

Therefore, an internal and external sector are important to support their international trade 

activities, consequently, it can contribute to a rapid economic growth in the future. In 2018, 

the share of import was about 61.7% (of GDP), while, the share of export was about 68.8% 

(of GDP). Tellingly, the share of import input content was recorded at 42.71% in year 2000. 

It increases to 58% in 2017. These statistics have shown that Malaysia’s economy content 

higher import input and it is to keep on increasing. 

With this kind of nature, exchange rate stability plays a vital role in a small economy 

with higher volume of international trade in the economy like Malaysia (Husaini et al., 

2019). It determines the real cost/revenue that an economy must commit/receive. Thus, 

currency appreciation and depreciation will translate to several impact on an economy. 

According to the hypothesis of Mundell-Fleming model, currency appreciation is significant 

to bring harm to export as it rises the price of export goods and encourages the demand for 

imported goods (Abeysinghe & Yeok, 1998; Fisher & Huh, 2002). However, this hypothesis 

is invalid if an economy has higher value of import input production in an economy. In this 
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scenario, the currency appreciation will drive the cost of production down as the price of 

import input production becomes cheap. Hence, the price for final good becomes cheaper 

and globally competitive (Husaini et al., 2019).   

1.2 Background of Study 

Malaysia has experienced a dynamic exchange rate regime in managing currency 

fluctuation throughout 1980-2018. Table 1.1 reports the growth of exchange rate1, foreign 

direct investment, consumer price index, interest rate, reserve items2 and money supply from 

1985 to 2018. Monitoring currency fluctuation is essential to ensure the exchange rate is 

always in favourable to drive higher economic growth (Husaini et al, 2019). Throughout the 

period, Malaysia is implementing a managed floating exchange rate regime. Meaning, the 

central bank of Malaysia has intention to intervene the money market when it necessary. 

However, Malaysia has temporarily implemented a fixed exchange rate regime from 1999 

to 2004 (Rajah, 2011). 

Through the lens of 1985 to 2018, Malaysian economy has experiencing a dynamic 

business cycle that was influenced by several major economic crisis. First, Asian financial 

crisis 97/98. It began in late 1997 with a serious speculation activity in foreign exchange 

market that lead to a sudden surplus of Ringgit in foreign exchange market (Rajah, 2011; 

Lehar et al., 2019).  

1 Exchange rate refers to 1 USD for Malaysian Ringgit (MYR/USD). Hence, the higher the value of exchange rate, the 

more depreciate the Malaysian Ringgit. 
2 Reserves items is the country's holdings of international reserves resulting from transactions on the current, capital, and 

financial accounts. Reserve assets are those external assets that are readily available to and controlled by monetary 

authorities for meeting balance of payments financing needs, and include holdings of monetary gold, special drawing rights 

(SDRs), reserve position in the International Monetary Fund (IMF), and other reserve assets. Also included are net credit 

and loans from the IMF (excluding reserve position) and total exceptional financing. 
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Table 1.1: The Growth of Exchange Rate, Foreign Direct Investment, Consumer Price 

Index, Interest Rate, Reserve Items 

 

Year ER FDI P IR RV 

1985 5.95 -6.20 0.35 2.81 -6.20 

1986 3.96 -19.85 0.74 -2.50 -19.85 

1987 -2.39 -21.62 0.29 -15.33 -21.62 

1988 3.94 70.72 2.56 -10.25 70.72 

1989 3.44 129.56 2.81 -4.35 129.56 

1990 -0.14 34.52 2.62 -1.24 34.52 

1991 1.65 68.23 4.36 6.39 68.23 

1992 -7.38 17.24 4.77 8.71 17.24 

1993 1.08 -6.13 3.54 -1.29 -6.13 

1994 1.95 -14.92 3.72 -12.63 -14.92 

1995 -4.44 -11.26 3.45 -0.39 -11.26 

1996 0.31 17.59 3.49 13.90 17.59 

1997 12.00 9.47 2.66 6.89 9.47 

1998 39.29 -45.93 5.27 14.17 -45.93 

1999 0.00 74.25 2.74 -29.43 10.62 

2000 0.00 -10.67 1.53 -10.39 -34.56 

2001 0.00 -85.14 1.42 -7.12 -83.44 

2002 0.00 458.90 1.81 -8.40 338.61 

2003 0.00 -2.40 1.09 -3.48 -17.73 

2004 0.00 28.24 1.42 -4.05 119.05 

2005 -0.34 -17.89 2.98 -1.54 -64.51 

2006 -3.14 82.53 3.61 8.96 -95.02 

2007 -6.29 5.39 2.03 -1.18 -4714.24 

2008 -2.96 -26.62 5.44 -5.14 150.74 

2009 5.66 -98.30 0.58 -16.38 -4.86 

2010 -8.61 7988.45 1.62 -1.66 -42.61 

2011 -5.00 25.17 3.17 -1.70 -39.65 

2012 0.94 -41.20 1.66 -2.63 167.53 

2013 2.01 29.31 2.11 -3.62 -73.12 

2014 3.87 -4.70 3.14 -0.55 161.1 

2015 19.33 11.17 2.10 -0.03 -84.92 

2016 6.22 42.37 2.09 -0.89 -613.11 

2017 3.67 -30.55 3.87 1.40 11.32 

2018 -6.17 -14.92 0.88 6.95 -29.41 

Source: Economic Planning Unit, Malaysia (2019) 

Note:ER (exchange rate), FDI (foreign direct investment), P (Inflation rate-CPI), IR (interest rate) and RV 

(reserve items). 
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As reported in Table 1.1, Ringgit is depreciated about 12% and 39.29% in the year 

1997 and 1998, respectively. The main impact derived from this crisis is that the price level 

was pushing up about 5.27% in year 1998. The reason behind this hyperinflation is that, the 

cost of production became more expensive as the Ringgit was very weak. The price of import 

input content was expensive. Result, the retail price for majority of the goods in the market 

was increased. Another immediate adverse impact from this crisis is that the volume of FDI 

has decreased much. In 1998, the volume of FDI was decrease about 45.93%. It was because, 

the foreign investor has less confidence to continue to invest in Malaysia. At the same, a 

weak of Ringgit was not giving higher rate of return to the investor. 

In monetary policy side, two things were done by the government, first, to increase 

the interest rate as an effort to attract the foreign investor to invest in Malaysia (Carbaugh, 

2019). In that way, it will increase the demand to hold Ringgit (Carbaugh, 2019). As reported 

in Table 1.1, the interest rate was increased about 14.17% in year 1998. Firstly, the BNM 

tried to intervene the foreign exchange market by using as much reserve quantity as it can to 

balance the demand and supply of Ringgit in the market (Rajah, 2011; Lehar et al., 2019). 

As reported in Table 1.1, reserve and related items quantity was decreased about 45.93 in 

year 1998. This scenario has given us some information that how FDI, inflation, interest rate 

and reserve and related items influence and interacted well with exchange rate fluctuation.   

Second, the post Asian financial crisis 97/98. One of the significant solutions that has 

been taken by the government to escape from Asian financial crisis 97/98 was that, to 

implement a fixed exchange rate regime in late 1998 (Rajah, 2011; Lehar et al., 2019). The 

main objective to implement this regime was that to stabilize Ringgit from speculation 

activity (Rajah, 2011; Lehar et al., 2019). Hence, it will moderate the pressure on price level. 
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As reported in Table 1.1, the growth of exchange rate was 0 from 1999 to 2004. The 

exchange rate of Ringgit/USD was fixed at RM3.8. Inflation received an immediate impact 

from this regime. The inflation rate was recorded at 2.74%, 1.53%, 1.42%, 1.81%, 1.09%, 

1.42%, from 1999 to 2004, respectively. One of an adverse impact from this regime is that, 

the investor is less attractive to invest in Malaysia as sometime the Ringgit is under value 

and over value (Mankiw, 2017; Carbaugh, 2019). Respect to that, BNM had reducing the 

interest rate due to the momentum of foreign investor that was not really flavour with this 

regime. Started from 1999 until 2004, the interest rate was decreased about 29.43%, 10.39%, 

7.12%, 8.4%, 3.48% and 4.05%. A stable Ringgit that was far from speculation activity gave 

an easy way for a government to accumulate more reserve and related item. Result, reserve 

and related items were increased about 338.61% in year 2002. It is the highest rate of increase 

for reserve and related item throughout the observation period. 

Third, Subprime mortgage crisis 2009. This crisis was affected in most of the 

developed countries in the world. As the export of Malaysia is depending much on the 

demand from the developed countries (USA, UK, Japan and EU), it was also affecting the 

performance of export growth in Malaysia due to the shock of demand for Malaysian’s major 

trading partner (Bakri et al, 2014). On the other side, the volume of FDI inflows also affected 

as many of the multinational companies in Malaysia has shut down their operation (Bakri et 

al, 2014, Lehar et al, 2019).  As reported in table 1, the volume of FDI inflows has decreased 

about 98% in year 2009. It drives to some multiple effect in economy such as the 

unemployment rate, export sector and ect. Result, Ringgit became depreciated about 5.66% 

in year 2009, as reported in Table 1.1. A worse macroeconomic performance in Malaysia 

due to the impact of Subprime mortgage crisis has discouraged the stakeholder to demand 

more Ringgit. Some immediate action has been taken by the government was that to cut 
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down much interest rate and to use reasonable reserve item to manage the value of Ringgit 

in money market. Table 1.1 report the interest rate was decreased about 16% and the reserve 

items were decreased about 5% in year 2009. 

Last but not lease, oil price shock in 2015. The oil price has decreased much to 

USD36/barrel in year 2015. The fall in oil price here give an adverse impact to the oil 

producer country including Malaysia. Malaysia recorded a net energy export (% energy use) 

at 5.76% (WDI, 2019). This statistic tells us that Malaysia is a net exporter with a small 

margin. It is expected to have much reduction in national revenue of Malaysia as the fall of 

oil price reduces much the revenue from oil sector. It reflects to a less confident of a foreign 

investor to hold Ringgit in money market as this scenario may lead Malaysian 

macroeconomic performance becomes worse (Lv et al., 2018 & Yang et al., 2018). As 

reported in Table 1.1, Ringgit has depreciated about 19%. It led to the price of an imported 

good rose about 19% too. To moderate the value of Ringgit in the money market the 

government has initiated to reduce the interest rate (-0.03%) to boost domestic economy. 

High interest rate regime seems to be not so favourable to be adopted in monetary policy as 

the perception of a foreign investor on Malaysian economy is negative respect to the fall of 

oil price. On the other hand, it is found that the reserve items have decrease about 85% in 

year 2015. It is an attempt of a government to use the reserve items to intervene the money 

market to stabilise Ringgit that depreciated much in year 2015.  

In summary, a tool in adjusting FDI, price level, interest rate and reserve items are 

the main concern in stabilizing exchange rate fluctuation in Malaysia. In every event that 

potentially give a negative shock on the value of the currency, a change in FDI, price level, 

interest rate and reserve items are expected to influence the exchange rate equilibrium 
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towards stabilization. In the event of a weak demand on holding Ringgit, the policymaker 

can offer a more competitive investment incentive for the foreigner to encourage more FDI 

inflows. Monetary tools also can be used to adjust the price level, interest rate and reserve 

items that directly and indirectly pushing up the demand to hold Ringgit. However, more 

empirical studies should be done to discover the relationship between FDI, price level, 

interest rate, reserves items and exchange rate. 

1.3 Problem Statement 

Monetary policy regime plays a vital role in stabilizing the rate of nominal exchange 

rate. It is also expected to influence a direct and immediate impact on currency fluctuation. 

A small economy like Malaysia really depends on global economy in accumulating its 

national wealth. Favorable exchange rate will support the economy to boost and 

consequently it improves macroeconomics performance. Hence, it is crucial to identify how 

strong is the monetary tools in causing the value of local currency, which in this study it is 

concerning Malaysian Ringgit value in international money market. The capacity of reserve 

items is different as compared to other monetary tools such as interest rate, money supply 

and etc. It is more productive tools for a government to influence Ringgit fluctuation in 

international money market because the currency exchange is resolved because of economic 

situations in coasting rate of exchange system. In such manner, unnecessary changes in 

currency could be happened because of abundance interest or diminishing in rate of 

exchange gracefully. On account of unnecessary unpredictability in currency, BNM could 

oversee floating rate of exchange to support price constancy.  

Many studied ignore the role of reserve items in examining the factor that determine 

exchange rate fluctuation. Therefore, this study is intended to explore the impact of reserve 



8 

items on exchange rate in Malaysia. Beyond the linear assumption, this study dug deeper 

information of an asymmetric impact of reserve items on exchange rate as sometime, the 

linear assumption is failed to give an accurate information. The need to have the non-linear 

(asymmetric) assumption of the relationship between reserve items and exchange rate is that 

there another several factors that also potentially influence a change in exchange rate in one 

time (which are beyond the scope of this study). Hence, the non-linear (asymmetric) 

assumption will give the information on the parameter of reserve items to influence exchange 

rate when it trends to increase and decrease, respectively. Different parameter of reserve 

items when it increases, and decreases is reflected to the existence of another factors (that is 

not in the scope of the study) that potentially influence a change in exchange rate in a 

meantime. Technically, this situation cannot be captured in linear assumption as the linear 

assumption assumes other factors is constant while explaining the parameter of one subject 

exogenous variable (reserve items). The approach to look at the asymmetric impact of 

reserve items on exchange rate in the literature especially in the context of Malaysia has been 

neglected.   

It is important to identify the magnitude influence of reserve items on exchange rate, 

symmetrically and asymmetrically as the reserve items is one of the monetary tools that the 

policymaker will use to monitor the value of currency is always reasonable in the money 

market. An economy that applies a managed-floating exchange rate like Malaysia need a 

wide coverage of reserve and related item to ensure the exchange rate is in favourable to 

drive sustainable economic growth. 
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1.4 Research Questions 

i. Is there any significant linear relationship between rexchange rate, reserve items, 

money supply, interest rate, foreign direct investment and price in Malaysia? 

ii. Is there any significant nonlinear relationship between exchange rate and reserve 

items in Malaysia? 

iii. In what pattern of causal relationship between rexchange rate, reserve items, money 

supply, interest rate, foreign direct investment and price exist in Malaysia? 

iv. What is the pattern of causal relationship between dependent and independent 

variables in the near future? 

 

1.5 Research Objectives 

1.5.1 General Objectives 

This study attempts to investigate the relationship between exchange rate, reserve 

items, money supply, interest rate, foreign direct investment, and price in Malaysia. 

1.5.2 Specific Objectives 

i. To examine a linear long-run relationship between exchange rate, reserve items, 

money supply, interest rate, foreign direct investment and price in Malaysia.  

ii. To examine a nonlinear long-run relationship between exchange rate and reserve 

items in Malaysia. 

iii. To examine the causal relationship between exchange rate, reserve items, money 

supply, interest rate, foreign direct investment and price in Malaysia. 
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iv. To forecast the relationship between exchange rate, reserve and related item, money 

supply, interest rate, foreign direct investment and price in Malaysia in the following 

years that beyond than the sample of study. 

1.6 Significance of Research Study 

This research paper is significant for policy makers, government, international 

traders, and investors. 

1.6.1 Policy Makers and Government 

This study contributes to the current literature in the following important ways. First, 

this empirically explore the relationship between exchange rate and reserve items. It is 

important to identify the magnitude influence of reserve items on exchange rate as the 

reserve items are one of the monetary tools that the policymaker will use to monitor the value 

of currency is always reasonable in the money market. An economy that applies a managed-

floating exchange rate like Malaysia need a wide coverage of reserve and related items to 

ensure the exchange rate is in favourable to drive sustainable economic growth. The 

asymmetric information of reserve items in affecting exchange rate will give a more useful 

information to the policy maker to understand the behaviour of reserve items in helping the 

monetary policy to promote sustainable exchange rate. A deep and strong understanding 

regarding the influence of different factors, an advantage is gained for controlling the 

currency’s value. A keen supervision is required to protect the stability of an economy. 

1.6.2 International Traders and Investors 

Exchange rate affects investor’s real rate of return in a global portfolio of 

investments. Countries with stable exchange rate are the priority of investors when making 

an investment since it ensures security of their investments. Therefore, investors always 
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search for information before making an investment regarding the fluctuations in the 

exchange rate of an economy which is available in the form of research studies conducted 

on that economy. Every now and then, research studies are executed which compares and 

displays the difference in the performance of economy in past and predicts or forecast its 

performance for future which facilitates the investors to make their investment decisions. 

The results and findings of this research would help firms and individuals in forecast which 

will benefit them in avoiding the risks related to fluctuations in exchange rate of Malaysia. 

On the other hand, understanding of factors which affect exchange rate would assist 

importers and exporters in exposures of risk and firm-value decisions. Losses can be avoided 

and profits can be earned by the international traders through accurate forecast of exchange 

rate movements and at the same time they can gain competitiveness in the international 

market by making rational strategies and appropriate actions. Through findings and results 

decision making of international traders would become effective. 

1.7 Organization of the Study 

This study is divided into five chapters and below are the chapters which constructs 

the overall structure of research study. 

Chapter 1: The first chapter of this research dissertation is the Introduction in which 

the researcher provides the background related to the variables of the research study. The 

chapter includes research background, problem statement, research questions, research 

objectives, significance of research and the organization of study.  

 


