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INTRODUCTION 

 

In the Malaysian context, it is difficult to ignore the international 
sources of inflation. 

 

• Malaysia is a highly open small economy 

• Spikes in inflation following adverse international shocks (e.g. oil 
price shocks, global food price escalation) 

• Varying exchange rate flexibility/fixity and capital regimes 

- A fixed exchange rate regime is subject to international 
monetary shocks and exchange rate flexibility can serve as a 
shock absorber (Friedman, 1953). 

- But, it is still controversial whether the insulation property of the 
flexible exchange rate holds under increasingly integrated 
financial market 

- The analysis by Forssbaeck and Oxelheim (2006) demonstrates 
that the degree of capital mobility is likely to be more important. 
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Kawai (1992) 

Prior to the Crisis 

•Liberal capital account 
regime 

•Acceleration of capital 
inflows in 1990s 

1998-2005 

•  Capital controls 

Athukorala (2001) 

Interesting case to evaluate the 
international transmission of inflation 
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Empirical Approach 

• A VAR/VECM-based analysis consisting of Domestic Prices, Foreign 
(US) Prices, Ringgit-USD Rate, and Interest Rate differentials 
(Malaysia and the US). 

• The choice of the variables is based on the purchasing power parity 
condition augmented to include relative interest rates as suggested 
by Cheng (1999) and MacDonald and Marsh (1997) 

• Standard steps in time-series econometrics are followed: 

• The short-run dynamics: 

 

 

 

 

• Interest: the coefficients of foreign price changes and the speed of 
adjustment 

• The analysis: full and recursive/rolling samples  
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Full-sample Estimation Results 
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Recursive/Rolling Regression Results 

8 

Recursive Regressions 
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Recursive/Rolling Regression Results 
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Rolling Regression (15-year 
Window) 
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Recursive/Rolling Regression Results 
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Rolling Regression (20-year 
Window) 
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CONCLUSION 

• Being a small open economy, Malaysia is not spared from US 

inflationary disturbances especially in the short run. 

• The evidence, however, is quite concrete in suggesting the less 

pronounced influences of the US inflation over the period of 

exchange rate fixity. 

• We believe that capital mobility plays a key role, in line with the 

findings by Forssbaeck and Oxelheim (2006). 

• Thus, the international transmission of inflation across nation should 

not be framed in light of the exchange rate regimes alone.  The 

degree of capital mobility may have played a more dominant role. 
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