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A Rolling Regression Analysis of International 
Transmission of Inflation in Malaysia

Mansor H. Ibrahim

The paper assesses the transmission of foreign infl ationary disturbances for Malaysia. 
Using quarterly data from 1971 to 2003, we form a four-variable vector error correction 
model (VECM) consisting of domestic prices, US prices, Ringgit exchange rate and relative 
interest rate. Apart from the full-sample analysis, recursive and rolling regressions are 
adopted to examine potential changes in infl ation transmission from the US to Malaysia. 
As a basis for inferences, we rely on the speed of adjustments estimates as well as the sig-
nifi cance of lagged fi rst-differenced terms of the VECM. The results unequivocally suggest 
signifi cant spillover of US infl ationary disturbances to Malaysia in the short run regardless 
of the estimation periods. However, the speed of adjustment estimates for domestic prices 
tend to decline or turn insignifi cant when recent observations are added. Our fi ndings 
demonstrate that infl ation transmission across nations ought not to be cast in the light 
of exchange rate regimes alone. Indeed, the degree of capital mobility may have played 
a more dominant role.

Keywords: Infl ation Transmission, Malaysia, Rolling Regressions, VECM
JEL Classifi cation: E31, F42

1. INTRODUCTION

The international transmission of infl ation shocks is a subject that has received 
considerable attention in empirical research. Interest in the issue has a foundation 
in the basic trilemma that a nation must make a choice of adopting two among 
three policy options—capital mobility, fi xed exchange rate regime and monetary 
autonomy. More specifi cally, given capital mobility, adhering to a fi xed exchange 
rate regime means loss of monetary independence. Consequently, it is argued 
that a fi xed regime country will be vulnerable to international monetary shocks. 
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By contrast, monetary autonomy can be achieved by adopting a freely fl oating 
exchange rate regime and, as a result, the economy can be shielded from nominal 
disturbances abroad (Friedman 1953). While the argument in favour of the 
freely fl oating exchange rate regime is appealing, uncertainty remains whether 
its insulation property holds under an environment of increasingly integrated 
international markets or whether choice of exchange rate regime matters. 
Empirically, looking at a system of national prices, Jeong and Lee (2001) and 
Cheung and Yuen (2002) suggest less pronounced infl uences of US infl ation 
shocks under fl oating exchange rate regimes for the case of G-7 countries and 
Hong Kong and Singapore. However, Jeong et al. (2002) document no direct 
influences on African countries adopting US-pegged and France-pegged 
currency regimes of infl ation shocks from, respectively, the US and France.

Recently, Forssbæck and Oxelheim (2006) contend that exchange rate fl exibility 
may not insulate an economy from nominal international disturbances and, 
likewise, exchange rate fi xity may not mean a loss of monetary independence. As 
they note, increasing fi nancial integration may have constrained the conduct of 
independent monetary policy as much as the fi xed exchange rate regime does. In 
other words, despite the freely fl oating exchange rate, intensifi ed capital mobility 
arising from increasing fi nancial integration may facilitate the transmission of 
nominal disturbances. Moreover, as they argue further, a nation’s monetary 
authority may still have some autonomy in its monetary policy despite the 
fi xed exchange rate regime. The reason is capital mobility is more likely to be 
imperfect de facto. Indeed, in their empirical analysis of 11 small developed 
European markets, they document evidence suggesting that the degree of capital 
mobility is likely to be more important in explaining monetary dependence of 
these economies to the US and Germany.

In line with Forssbæck and Oxelheim (2006), the present paper explores 
further the role of capital mobility and exchange rate regimes by examining the 
transmission of US infl ation shocks to a small open economy, Malaysia. De facto, 
Malaysia had observed increasing exchange rate fl exibility prior to the Asian 
crisis. Applying Frenkel and Wei’s (1993, 1994, 1995) regression technique to 
characterise exchange rate arrangements in East Asia including Malaysia, for 
instance, Kawai (2002) places Malaysia under the pegged regime from 1980–84, 
the intermediate regime from 1985 to 1994 and fl exible regime from 1995 to 
1999. Likewise, Yap (2002) also observes increasing variations of the ringgit up 
until the Asian crisis. Then, in response to the 1997/1998 Asian crisis, Malaysia 
offi cially fi xed its exchange rate against the US dollar in September 1998. 
The fi xed regime lasted until 2005. Meanwhile, relative to most developing 
countries, Malaysia’s capital account regime had been liberal prior to the crisis 
(Athukorala 2001). Indeed, the 1990s witnessed the acceleration of capital infl ows 
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with signifi cant compositional shift towards higher portfolio infl ows. Then, 
together with the adoption of the fi xed exchange rate regime in September 1998, 
Malaysia imposed selective capital controls rendering capital to be less mobile. 
In light of these experiences, Malaysia seems to be an interesting case study.

We acknowledge the fact that classifying distinct exchange rate and capital 
account regimes across time is a daunting task. Even if the regime classifi cation 
is possible, a specifi c regime may last for only a short time and, thus, insuffi cient 
for statistical analyses. Accordingly, in the present analysis, we adopt a rolling 
regression technique as a basis of inferences. As noted, the period prior to the 
crisis was characterised by increasing exchange rate fl exibility and intensifi ed 
capital mobility. Accordingly, if the degree of exchange rate fl exibility is re-
latively more important in explaining infl ation transmission from the US, then 
we should observe less pronounced effect of the US infl ation on Malaysia’s 
infl ation. By contrast, more pronounced effect should be observed if capital 
mobility is relatively more important. Similar argument can also be extended 
during the period of fi xed exchange rate and capital controls in the aftermath 
of the Asian crisis.

We make use of the purchasing power parity condition augmented to 
include relative interest rates along the line suggested by Cheng (1999) and 
MacDonald and Marsh (1997). The specifi cation is well founded theoretically 
in the long-run relation between international prices and, at the same time, 
allow for independent infl uences of exchange rate and monetary shocks on 
domestic prices. As such, we differ from existing studies that have examined 
long-run relations and dynamic interactions only among national prices under 
investigation. The rest of the paper is structured as follows. In the next section, 
we outline the empirical framework. Section 3 presents the data and estimation 
results. Finally, we summarise the main fi ndings and provide concluding remarks 
in Section 4.

2. EMPIRICAL APPROACH

In line with existing studies, we adopt a vector autoregression (VAR) to assess 
the international transmission of infl ation for Malaysia. However, unlike existing 
studies that look at only a set of national prices, we specify the variables that 
makeup the VAR system, based on the purchasing power parity condition 
augmented with relative interest rates, as suggested by Cheng (1999) and 
MacDonald and Marsh (1997). Arguably, dynamic modelling of a set of national 
prices would be more appropriate for the purely fi xed exchange rate regime. 
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In other words, for other exchange rate regimes, allowance needs to be given 
to the independent infl uences of exchange rate changes on domestic infl ation 
as well as to changes of the exchange rate in response to domestic and foreign 
infl ation shocks. Moreover, in the context of a highly integrated small economy 
such as Malaysia, monetary conditions and interdependence between countries 
may have signifi cant bearing on infl ation and exchange rate fl uctuations, which 
justify incorporating relative interest rates in the analysis. Thus, our analysis is 
based on a four-variable framework, namely, domestic prices (p), foreign prices 
(pf ), exchange rate expressed as domestic currency price of foreign currency (e) 
and interest rate differential (r – rf ).

In the empirical implementation, we proceed in steps.1 First, we examine the 
data stochastic properties to establish their integration orders or stationarity 
property as well as their long-run relation. Briefl y stated, a variable is said to be 
integrated of order d, written I(d), if it requires differencing d times to achieve 
stationarity. Thus, an I(d) variable with d ≥ 1 is non-stationary. Then, a set of 
non-stationary variables is said to be co-integrated if their linear combination 
is stationary. The presence of co-integration means that the variables are tied 
together in the long run and, thus, they will not drift arbitrarily away from each 
other. This is interpreted as the presence of their long-run equilibrium relation. 
For these purposes, we apply the standard augmented Dickey–Fuller (ADF) and 
Phillips–Perron (PP) unit root tests to establish the variables’ integration orders 
and VAR-based cointegration tests suggested by Johansen (1988) and Johansen 
and Juselius (1990) and an autoregressive distributed lags (ARDL) cointegration 
test by Pesaran et al. (2001) to examine their possible long-run relation.

These preliminary tests on the data stochastic properties are now imperative 
as they provide guidelines for proper specifi cation of the VAR model. Namely, 
the fi nding of non-cointegration among non-stationary variables invalidates the 
use of levels variables in VAR specifi cation. Instead, the variables must be ex-
pressed in their stationary forms, normally in fi rst difference. However, the 
vector error correction modelling should be used for the cointegrated series. 
The appealing property of the vector error correction model (VECM) is that it 
preserves and integrates the long-run information contained in the data with 
their short-run dynamics.

In light of the cointegration fi nding, we apply the VECM for the analysis. 
More specifi cally, estimating a VECM in the second step, we examine the dy-
namic equations of domestic prices, exchange rate and relative interest rates. 

1 These steps are now standard in time series analyses and, thus, are not discussed in detail. Here, 
we mention only aspects relevant to the present analysis.
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Focusing on the domestic price equation, we have
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Based on equation (1), domestic infl ation responds not only to changes in 
the variables considered but also to their deviations from the long-run relation, 
the error correction term:
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The specifi cation allows for two channels of transmission of foreign prices. 
The fi rst channel pertains to the response of domestic price changes to foreign 
price changes as captured by the coeffi cients of lagged foreign price changes. 
This is normally interpreted as the short-run causality in Granger sense between 
the variables. Meanwhile, in the second channel, domestic infl ation corrects for 
deviations from its long-run values as refl ected by the coeffi cient of the error 
correction term, α

p
. Essentially, it measures the speed of domestic price adjust-

ments towards the equilibrium, which can be used to ascertain whether it has 
changed over time.2 Needless to state, the dynamics of exchange rate and interest 
rate can also be assessed.

As detailed in the previous section, Malaysia has experienced different degrees 
of exchange rate fl exibility over the sample period under consideration. This 
experience may be translated to varying strength of infl ation transmission. 
To examine this contention, we analyse the dynamics of domestic prices, ex-
change rate and relative interest rates using recursive and rolling regressions 
in the third and fi nal step. These regression techniques are normally applied in 
the money–income link literature to assess possible diminishing predictive 
role of monetary aggregates and recently have been adopted by Park and Ratti 
(2000) and Ibrahim and Aziz (2003) for stock market—macroeconomic variable 
interactions. Since we are interested in possible changing strength of infl ation 
transmission, this empirical approach can serve our purpose as well.

Essentially, in the recursive regressions, one year of observations (i.e., four 
quarterly observations) is added at a time, while keeping the beginning sample 

2 In his analysis of European stock market integration, Pascual (2003) uses error correction term 
coeffi cients to signify the degree of stock market integration. Likewise, the alleged interdependence 
among national prices under the fi xed exchange rate regime should be refl ected by high speed of 
adjustments, as noted by Jeong and Lee (2001).
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fi xed. Meanwhile, in the rolling regressions, the estimation window is held fi xed. 
The recursive regressions can provide the changing patterns of estimated 
coeffi cients as recent observations are added. Thus, we can assess the possible 
changes in the adjustment coeffi cients as well as in the strength of causal inter-
actions among the variables. However, Pascual (2003) argues that, by increasing 
the sample size recursively, any observed trend in the estimated coeffi cients 
may refl ect their convergence to the true values and not necessarily change in 
the variables’ dynamic interactions. He suggests the use of rolling regressions 
to maintain the test power fi xed. Accordingly, to complement the recursive 
regressions, we also perform rolling regressions of the VAR model. Since there is 
no statistical guidance in choosing the window size (Ibrahim and Aziz 2003), we 
experiment with two window sizes, namely 15- and 20-year rolling windows.

In the analysis, we utilise quarterly data covering the period 1971.Q1 to 2003.
Q4.3 The US is used as a foreign country. This is justifi able given the economic 
dominance of the US and, more importantly, the exchange rate policy of Malaysia 
in giving the dominant weight to the US dollar. The consumer prices are used 
for the price levels of both countries, Malaysia and the US. The exchange rate 
is the ringgit price of the US dollar. For the interest rates, we use the overnight 
interbank rate and the federal fund rate for, respectively, Malaysia and the 
US. These interest rates are normally used to capture the countries’ monetary 
policy stances and conditions. The data on these variables are sourced from the 
International Monetary Fund’s International Financial Statistics (CD-ROM) 
and Bank Negara’s Monthly Statistical Bulletin (various issues).

3. RESULTS

3.1 Data Preliminaries

As a priori step to VAR modelling, we fi rst evaluate the variables’ temporal 
stochastic properties. Table 1 presents the ADF and PP unit root tests. In 
implementing the tests, we incorporate both drift and trend terms. The lag 
order of the fi rst-differenced terms in the ADF test is based on the Akaike 
information criterion (AIC). As may be noted from the table, the two tests 
agree in classifying domestic prices, US prices and ringgit exchange rate as 
I(1) variables. In other words, these variables are stationary in fi rst difference. 

3 The sample spans over periods with varying exchange rate fl exibility and capital mobility, which 
we believe suffi cient to address the issue at hand. The referee has suggested updating the sample by 
including more recent data. However, we think that adding three or four more years may not be 
able to reveal any drastic changes in the transmission, if there is any. Moreover, Malaysia remained 
on the fi xed regime up until mid-2005.
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For the interest rate differential, we document confl icting results. Namely, 
while the ADF test indicates stationarity of the interest rate differential, the 
PP test fails to reject the unit root null hypothesis. The stationarity of interest 
rate differential as given by the ADF test is in line with the uncovered interest 
rate parity condition. However, persistent deviations from the parity are also 
normally documented in the literature. In their analysis, Beng and Ying (2000) 
fi nd Malaysia’s interest rate differential to be non-stationary. In the analysis, 
we proceed on the basis that interest rate differential is (i) an I(1) variable and 
then (ii) an I(0) variable.

In Table 2, we provide the Johansen and Juselius co-integration test 
statistics—the trace and maximal eigenvalue statistics. The lag order of the test 
is set to 5, which minimises the AIC and, at the same time, renders the error 
terms serially uncorrelated. The Asian crisis dummy variable is also included. 
Both statistics suggest the presence of cointegration or a long-run relationship 
among the variables. However, it can be argued that this fi nding may be due 
to the possible stationarity of the interest rate differential since its unit root 
property is uncertain. To further verify whether these variables are co-integrated, 
we also implement the ARDL co-integration test due to Pesaran et al. (2001). 

Table 1 ADF and PP Unit Root Tests

Variables

Level First Difference

ADF PP ADF PP

p –3.247 –1.759 –4.029∗∗ –7.256∗
pf –1.556 –0.534 –4.224∗ –4.788∗
e –2.770 –2.601 –10.13∗ –10.10∗
(r – rf ) –3.767∗∗ –3.213 –8.616∗ –9.682∗

Note: ADF includes trend and drift terms and uses AIC.

Table 2 Co-integration Tests

Hypothesised
No. of CE(s)

Test Statistics Critical Values (5%)

Trace Max Trace Max

None 52.191 31.498 47.856 27.584
At most 1 20.692 12.696 29.797 21.132
At most 2 7.997 5.971 15.495 14.265
At most 3 2.025 2.025 3.841 3.841

Note: The lag order of the Johansen test is set to 5, which is suffi cient to render the error 
terms serially uncorrelated.
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In implementing the test, we again set the lag order of fi rst-differenced term 
to 5 to be in line with the Johansen and Juselius test. Normalising on domestic 
prices and exchange rate, we fi nd the F test statistics to be, respectively, 2.997 
and 3.876. The critical value bounds at 5 per cent signifi cant level are 2.86 and 
4.01 and at 10 per cent are 2.45 and 3.52 (Pesaran et al. 2001: 300). Thus, when 
normalised on the exchange rate, we receive confi rmation that these variables 
are co-integrated.4

3.2 Full-Sample Analysis

Given co-integration among the variables, we estimate a VECM using the full 
sample to examine their causal interactions in the short run and their error 
corrections to restore long-run equilibrium. These are based on, respectively, 
the signifi cance of the fi rst-differenced terms using chi-square test and the sig-
nifi cance of the error correction term using the t-test. In forming the VECM, we 
normalise the error correction term on domestic prices and include the crisis 
dummy variable. Table 3 provides the results of these tests. As may be observed 
from the table, given deviations from the long-run equilibrium path, Malaysia’s 
price level, exchange rate and interest rate differential take the burden of making 
corrections. The estimated error correction coeffi cient of the domestic price 
equation is signifi cant and negative as should be expected for the disequilibrium 

Table 3 Granger Causality Tests: Full Sample

Dependent 
Variables

Chi-square Statistics of Lagged 
First-Differenced Terms Coeffi cient of Error 

Correction Term (t Ratio)∆p ∆pf ∆e ∆(r – rf )

∆p – 13.910
[0.016]

5.442
[0.364]

3.510
[0.622]

–0.033
(3.053)

∆pf 2.258
[0.812]

– 8.350
[0.138]

14.705
[0.012]

–0.009
(1.554)

∆e 10.962
[0.052]

14.846
[0.011]

– 2.127
[0.831]

0.1877
(3.878)

∆(r – rf) 5.215
[0.390]

2.574
[0.765]

9.678
[0.085]

– 4.196
(1.920)

Note: The numbers in square brackets are P values. Meanwhile, numbers in parentheses 
are t ratios.

4 We also experiment with shorter lag orders (i.e., 1–4). The results remain the same. Indeed, with 
the lag order of 1 and exchange rate normalisation, the critical value exceeds the upper bound at 
1% signifi cant level.
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to be corrected. Meanwhile, the error correction coeffi cients of the exchange rate 
and interest rate differential equations are positive. This means that when the 
domestic price level exceeds its long-run value, the exchange rate depreciates 
and the interest rate increases. These are intuitive since exchange rate tends to 
depreciate and the domestic monetary authority is likely to tighten monetary 
conditions in response to higher domestic infl ation.

Apart from these adjustments, we also document several short-run inter-
actions among the variables. From the table, we note signifi cant short-run causal 
relations from US infl ation to Malaysia’s infl ation. Likewise, both domestic and 
foreign infl ation exert signifi cant infl uences on the ringgit exchange rate. There 
is also evidence to indicate short-run responses of interest rate differential 
to exchange rate changes. The exchange rate depreciation perhaps results in 
capital outfl ows or tightening response of the monetary authority, leading to 
higher interest rate differential due to the increase in domestic interest rate. 
Interestingly, the US infl ation is causally linked to the changes in relative interest 
rate. Since the US federal fund rate changes can be a cause of changing relative 
interest rate, this result is, however, not implausible.

Focusing on the paper’s theme, we document the fi rst evidence supportive 
of the international transmission of infl ation for the case of Malaysia. For-
eign price shocks that result in deviations of the variables from their long-
run relation exert adjustments of domestic infl ation. Additionally, the US 
infl ation also causes in Granger sense domestic infl ation in the short run. These 
results, however, need to be taken as averages over the entire sample. In other 
words, no inferences can be made on possible changing strength of infl ation 
transmission, an issue that we now turn to.

3.3 Recursive and Rolling Regressions

In this section, we apply recursive and rolling regression techniques to ascertain 
the changing strength in the international transmission of infl ation. Figure 1 
presents results from the recursive regressions. Meanwhile, Figures 2 and 3 
report the results from the rolling regressions. The line graphs in Figures 1 and 2 
plot the estimated coeffi cients of the error correction term for the domestic 
price, exchange rate and relative interest rate equations. In the graphs, we 
also provide the two-standard deviation band as an indication of the co-
effi cients’ signifi cance. Meanwhile, the bar graphs (Figures 1 and 3) provide 
the P values for testing the signifi cance of lagged fi rst-differenced terms for 
each variable in the three equations. If the P value of a variable is below the 
plotted 5 per cent signifi cant level (solid line) or 10 per cent signifi cant level 
(broken line), it Granger causes the dependent variable in question at 5 and 
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Figure 1 Recursive Regression Results
(A) Adjustment Coeffi cients
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Note: ---: The two deviation bands corrrespond to 5% level of signifi cance.
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(B) Short-Run Granger Casuality (P values)
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Note: The bar graph represents the p values of the test. Meanwhile, the line (dotted line) 
indicates signifi cance at 5% (10%) signifi cance level.
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Figure 2 Rolling Estimates of Adjustment Coeffi cients
(A) 15-Year Rolling Window
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(B) 20-Year Rolling Window
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Figure 3 P values of Rolling Granger Casuality Statistics
(A) 15-Year Rolling Window
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(B) 20-Year Rolling Window
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10 per cent, respectively. Note that years stated on the X-axis in Figure 1 are the 
end sample of the recursive regressions. Thus, 1990 means that the estimation 
sample runs from 1971 to 1990. Meanwhile, in Figures 2 and 3, years stated on 
the X-axis are the end sample for the 15- and 20-year windows.

As may be observed across the fi gures, the noted short-run interactions among 
the variables in the full sample are further substantiated (see bar graphs). More 
specifi cally, the US infl ation coeffi cients are jointly signifi cant at better than 
10 per cent signifi cant level in almost all recursive and rolling samples. Thus, 
despite varying exchange rate fl exibility and adoption of capital controls, 
Malaysia is not spared from infl ationary disturbances abroad in the short run. 
Meanwhile, the changes in the exchange rate and interest rate differential do 
not seem to Granger cause domestic infl ation. Similar to the full-sample re-
sults, the causality is also observed to run from domestic and US infl ation to 
the exchange rate, which hold true for virtually all estimation periods. The in-
signifi cance of the relative interest rate changes in the exchange rate equation 
is noteworthy in that policy attempts to use the interest rate to infl uence the 
ringgit value may not be effective. Lastly, in the recursive samples, prior to the 
Asian crisis, the changes in the interest rate differentials tend to be strongly af-
fected by exchange rate changes. As noted above, this may stem from short-run 
capital fl ows arising from exchange rate changes or refl ect monetary authorities’ 
reaction to exchange rate changes.

Recursive and rolling estimates of the error correction coeffi cient for the 
domestic price equation suggest an interesting pattern (see Figure 1, line graph, 
and Figure 2). As may be noted from Figure 1, the error correction coeffi cient 
for the domestic price equation is negatively signed as expected and is signifi cant 
for all recursive samples. Interestingly, the speed of adjustment tends to decline 
as more and more recent observations are added. In line with the recursive 
regression results, the rolling regressions also document declining speed of 
adjustment estimates for the domestic price equation (Figure 2). Indeed, in 
the 20-year rolling window, the coeffi cient of the error correction term is in-
signifi cant when the samples end at 1995 onwards. The evidence thus points 
to the decreasing infl uences of the US infl ation in the long run.

The results for the exchange rate equation, however, are not robust. In the 
recursive regressions, we note the adjustments by the exchange rate to restore 
the long-run equilibrium relation. In the rolling regressions, we observe that 
it is insignifi cant in the early samples and turns signifi cant and assumes a 
negative value only when the sample ends around 1995 to 1998. But, once we roll 
the sample further, the error correction coeffi cient becomes insignifi cant. In 
the case of the relative interest rate, its error correction coeffi cient is signifi cant 
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only when the recursive sample ends at 1995–97 and 2000 onwards. Likewise, 
we document signifi cant positive adjustments of the interest rate differential in 
the early rolling samples ending prior to the Asian crisis. Interestingly, during 
the periods that the interest rate assumes signifi cant in correcting for long-run 
disequilibrium, the exchange rate turns insignifi cant, as manifested during the 
early rolling samples.

In short, our results suggest that being a small open economy, Malaysia is not 
spared from US infl ationary disturbances especially in the short run. However, 
there seems to be concrete evidence suggesting less pronounced infl uences of 
US infl ation over the recent periods. The fi xed exchange rate notwithstanding, 
the capital controls adopted by Malaysia in September 1998 may have accounted 
for the results. It should be noted that the slower speed of adjustments by 
Malaysian prices is also observed even prior to the capital control period. Our 
fi ndings demonstrate that infl ation transmission across nations ought not to 
be cast in light of exchange rate regimes alone. Indeed, the degree of capital 
mobility may have played a more dominant role given the virtual absence of 
US infl uences using recent data.

4. CONCLUSION

The extant literature provides mixed evidence on the relative merits of fi xed 
and fl exible exchange rate regimes when analysed in the context of infl ation 
transmission across countries. Indeed, in a highly fi nancial integrated economy, 
mobility of capitals may have constrained policymakers in their conduct of 
monetary policy and, thus, allowing for the transmission of monetary dis-
turbances from abroad, despite the adoption of a fl exible exchange rate regime. 
Likewise, domestic monetary authorities may still have some monetary auton-
omy under the fi xed exchange rate regime since capital mobility is not likely 
to be perfect de facto. In short, as noted by Forssbæck and Oxelheim (2006), 
understanding the transmissions of nominal shocks across nations requires 
consideration of capital account regimes, in addition to exchange rate regimes. 
In the present paper, we analyse the experiences of Malaysia based on the interest 
rate—augmented purchasing parity condition using quarterly data, that span 
over varying degrees of exchange rate fl exibility and capital mobility.

The analysis adopts a vector error correction modelling estimated over 
recursive and rolling windows. The results strongly suggest signifi cant causal 
link from foreign inflation (the US) to Malaysian inflation regardless of 
the estimation periods. Thus, being a fi nancially integrated small nation, 
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Malaysia is not spared from monetary disturbances from abroad in the short 
run. At the same time, however, we note lower speeds of adjustments in 
domestic infl ation in response to shocks or deviations from its long-run value 
when recent observations from the capital control period are added. Indeed, 
in rolling regressions, the responses are minimal even before the imposition of 
capital controls. Thus, our results concur with those of Forssbæck and Oxelheim 
(2006). While exchange rate fl exibility may have partially absorbed foreign 
nominal disturbances, capital mobility or controls do indicate distinct infl uences 
of US infl ation on Malaysia. In short, to fully understand the international 
transmission of infl ation, the degree of fi nancial market integration and capital 
mobility should not be sidelined or assumed as being perfectly mobile.
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