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Abstract: This paper investigates the effect of foreign shocks upon domestic macroeconomic
fluctuations and monetary policy, and examines the effectiveness of domestic monetary policy as a
stabilization policy in Malaysia. Monetary policy variables (interest rate and money supply) have
been measured through a non-recursive structural VAR (SVAR) identification scheme, which allows
the monetary authority to set the interest rate and money supply after observing the current value of
foreign variables, domestic output and inflation. The results show the important role of foreign shocks
in influencing Malaysian monetary policy and macroeconomic variables. There is a real effect of
monetary policy, that is, a positive shock in money supply increases domestic output. In contrast, a
positive interest rates shock has a negative effect on domestic output growth and inflation. The effects
of money supply and interest rate shocks on the exchange rate and stock prices are also consistent
with standard economic theory. In addition, domestic monetary policy is able to mitigate the negative
effect of external shocks upon domestic economy.
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1. Introduction
It is generally accepted that a small and highly trade-dependent economy like
Malaysia is not insulated from shocks to a variety of external variables. In
Malaysia, the degree of economic interdependence or economic openness, as
measured by the share of exports and imports as a percentage of GDP, had
increased significantly from 86.88 percent in 1970 to 112.59 percent in 1980, and
146.89 percent in 1990. In fact, since 1999 it has been greater than 200 percent.
These statistics indicate that the Malaysian economy is highly dependent, and thus
vulnerable to external shocks; for example foreign income shocks from large
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