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Abstract 

The economic performance of Malaysia was affected by a series of financial crises that had induced 
macroeconomic instability in the country, which in turn had immensely dampened the nation’s economic growth 
rate. No doubt Malaysia needs an indicator to monitor the nation’s economic performance from time to time. 
This study attempts to construct such indicator known as Macroeconomic Instability Index (MII). The 
constructed MII shows two significant spikes at 1998 and 2008, which correspond to the Asian Financial Crisis 
and US Subprime Mortgage respectively, that had resulted in negative growth rate for GDP of Malaysia in 1999 
and 2010. Results obtained from further analysis by the ARDL technique show that MII has negative and 
significance effects on economic performance. Moreover, MII has predictive power against economic 
performance as early as two periods in advance. The constructed MII could serve as end-product for policy 
purposes or intermediate-product for other economic and finance studies.  
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1. Introduction 

The economic performance of Malaysia was affected by a series of financial crises that had induced macroeconomic 
instability in the country, which in turn had immensely dampened the nation’s economic growth rate. For instance, 
the negative effect of 1997 Asian Financial Crisis and the 2007 US Subprime Mortgage Crisis (which turned into a 
fully-blown Global Financial Crisis in September 2008) caused Malaysian economy to perform poorly. These crises 
reduced Malaysia’s exports as well as national aggregate demand. Many businesses failed and the non-performing 
loan of commercial banks escalated to 22.4% in November 1998 from 6.5% in 1997, just for an instance. In 1998, 
the output of the real economy declined plunging the country into its first recession for many years. During that year, 
the ringgit plunged below 4.7 and the KLSE fell below 270 points. Foreign direct investment inflow to Malaysia in 
1998 also reduced by 59% compared to 1997. As a result, the country's gross domestic product plunged 6.2% in 1998. 
On the other hand, after the Global Financial Crisis, the contraction in manufacturing was steepest in export-oriented 
sectors that are facing the full brunt of the collapse in demand in developed markets. Overall, exports fell by -7.5% in 
the fourth quarter of 2008 and -20% in the first quarter of 2009. Electronics exports, which was badly affected, 
declined by -44.0% in the first quarter and -34.6% in the second quarter of 2009. Moreover, the construction sector 
contracted 23.5%, manufacturing shrunk 9% and the agriculture sector 5.9%. The unemployment rate rose from 3.2% 
in 2007 to 3.7 % in 2008 (Zainal Abidin and Rasiah, 2009). Stock market in Malaysia also fell from a closing index 
of 1445.03 in 2007 to 876.75 in 2008, amounting to fall of 39.3%. Hence, it is obvious that Malaysia needs an 
indicator to monitor the nation’s economic performance from time to time. In this conjunction, Macroeconomic 
Instability Index (MII) is an important indicator of a country’s economic condition. This study aims to construct MII 
for Malaysia and analyses its impact on economic performance.  

Macroeconomic instability was ambiguously defined back in those days, however, World Bank (1993) 
emphasized that budget deficit, foreign debt and the instability of exchange rates as influential factors in 
macroeconomics instability. In addition to this, World Bank (1993) made it clear that the foundation of 
macroeconomic stability in one’s country is to have a constant growth rate, moderate or low inflation rate, and 
taking control of external debt and currency management. Since then, studies between macroeconomic instability 
and growth nexus became widely explored by economists and policymakers to formulate a perfect measurement 
for macroeconomic instability index (MII).  



http://ibr.cc

 

2. Literatu

Many econ
literatures 
growth. In
inflation r
aforementi
(1992), G
instability 
the role o
instability 
negative e
use a sam
misalignm
Ramey (19
the growth
countries a

Rather tha
proxies su
distortion 
market lib
inflation ra
indicators.
formation 
instability 
to high rec
construct M
distortion 
stability in

Another in
instability 
of inflation
instability 
and Ahang
external d
Rehman (
product do
and bring 
unemploym
regressors 
Distributed
estimates t

3. Data an

The study 
Internation
capture th
the introdu
constructio
(2015). B
macroecon

senet.org 

ure Review 

nomists argued
have put a lo

n the literature
rate, budget de
ioned factors 

Ghura and Gre
index using s

of export insta
had negative

effects are insig
mple of 33 Afr
ment constitutes

994) reveal tha
h particularly f
and 24 OECD 

an using singl
uch as inflatio
to be include

beralization are
ate, external d
. The result o
as well as gro
in Turkey has

cord of budget
MII using bud
to combine a

n a sample of 7

nfluential stud
index is highl
n rate, real exc
index and esti

gari, Arman an
ebt and free e
(2015) also ju
oes exist in th

detrimental i
ment rate, bud
in the equatio

d Lag (ARDL
the causal rela

nd Methodolo

implements s
nal Monetary 
e relationship 
uction of mac
on of such ind

Before we pro
nomic variable

d chronic mac
ot of effort to e
e, there are se
eficit, trade de
create constra

ennes (1993), 
ingle variable.
ability in the 
e and signific
gnificant for A
rican countries
s to an adverse
at macroecono
for poor class o
countries for a

le variable to 
on, public defi
ed in the equa
e prerequisite 

debt to GNP, c
f the study af

owth according
s a potential to 
t deficit, high 

dget surplus, in
as an overall i
70 developing 

dy by Haghigh
y related to the
change rate, bu
imated in the y
nd Saki (2014

exchange rate t
ustify that the
e case of Paki
impact on gro
dget deficit an
on. The study f
L) used to mea
tionship amon

ogy 

secondary time
Fund and Wo
between macr

croeconomic in
dex followed th
oceeding to m
es is illustrated

    Internatio

croeconomic in
estimate and e
everal potentia
eficit, unemplo
aint to the eco

and Ramey a
. Using single 
economic gro
ant effects on

African LDCs 
s over the per
e effect relatio
omic instability
of the econom
a period of 196

construct MII
ficit and a var
ation as regres

for economic
hange in exch
ffirms that ma
g to the experie

destroy public
debt to GNP 

nflation, black 
index and fou
economies fro

hi, Sameti and
e increase (dec
udget deficit a
years from 197
4) use macroec
to estimate the

e co-integratio
istan. It furthe
oss domestic p
nd trade deficit
focuses only on
asure the co-in
ng the variables

e series data an
orld Developm
roeconomic in
nstability prox
he approach of

model estimati
d as below: 

onal Business R

180 

nstability can p
explain macroe
al determinant
oyment, excha
nomic growth
and Ramey (1
index for mac

owth of Africa
n Non-African
and Sub-Saha

riod of 1972-1
onship with eco
y as constructe

my. This study e
60-1985 and 1

I, Blance (199
riety of public
ssors. The stu
c growth. Ismi
hange rate and 
acroeconomic 
ence of Turkey
c investment p
and high infla
market premi

und that growt
om 1970-1999.

d Isfahani (20
crease) of econ
and term-of-tra
74-2008 in cas
conomic instab
e macroecono

on between m
er elaborates th
product in Pa
t as four sub-i
n Pakistan wh
ntegration amo
s.  

nd are mainly 
ment Indicator 
nstability and 
xy is presented
f Haghighi, Sa
ion, formula 

Research      

put a damper t
economic inst
ts of macroec
ange rate, exte

h. Nonetheless
1994) attempt
croeconomic i
an countries. 
n LDCs over 
aran African L
1987 and show
onomic growth
ed from inflati
employs two s
950-1988 resp

98) employs s
c expenditure 
dy deduces th
ihan, Metin-O
public deficit
instability be

y. In addition t
particularly to i
ation rate. Sirim
ium, currency 
th is strongly 
.  

12) suggests t
nomic growth 
ade are combin
se of Iran. Sim
bility index w
mic instability

macroeconomic
hat macroecon
akistan. The s
indices of mac

hich covers from
ong the variab

retrieved from
by World Ba
economic grow
d as macroeco
ameti and Isfah
of instability 

             

to a sustainabl
tability proxies
conomic instab
ernal debt and
, early studies

ted to constru
instability, Fos
The results s
the 1970-198

LDCs. Ghura a
w that real exc
h. On the othe
ion rate brings
samples of dat
pectively.  

some macroec
as a share of

hat macroecon
Ozcan and Tan
t to GNP ratio 
come impedim
to this, a chron
its infrastructu
maneetham an
overvaluation
associated wi

that the level 
in the long run
ned and serve 

milarly, Ahanga
with inflation r
y in Iran. Mor
c instability an
nomic instabili
tudy incorpor
croeconomic i
m 1980 till 20
bles while Gra

m CEIC, Bank
ank spanning f
wth in Malays
onomic instab
hani (2012) an

index for tim

   

Vol. 11, No. 3;

le growth. Prev
s against econ
bility, for inst
d interest rate.
s for instance 
uct macroecon
su (1992) exam
howed that ex
86 period, bu
and Grennes (1
change rate (R

er hand, Ramey
s negative effe
ta which includ

conomic instab
f GDP and m
nomic stability
nsel (2005) em

that served as
ment to the ca
nic macroecon
ural componen
nd Temple’s (2
n and exchange
ith macroecon

of macroecon
n. The employ
as macroecon

ari and Saki (2
rate, budget de
re recently, Al
nd gross dom
ity has deep ro
rates inflation 
instability inde

012. Autoregre
anger causality

k Negara Mala
from 1984-201
sia. In this sec
ility index and

nd Ali and Reh
me series dat

  

2018 

vious 
omic 
ance, 
 The 
Fosu 
omic 

mines 
xport 
t the 

1993) 
RER) 
y and 
ct on 
de 92 

bility 
market 
y and 
mploy 
s MII 
apital 
omic 

nt due 
2009) 
e rate 

nomic 

nomic 
ment 
omic 

2012) 
eficit, 
i and 

mestic 
ooted 
rate, 

ex as 
ssive 

y test 

aysia, 
16 to 
ction, 
d the 
hman 
ta of 

(1) 



http://ibr.cc

 

where 

value of 

respectivel

one, with z

To estimat

(TLF), sec

specified a

where,  

= g

 = tota

 = sec

= fore

Meanwhile

coefficient

expected t

expansion 

impact of 

and thus, 

coefficient

countries t

savings w

hand, mac

the index v
4. Result a

Here, MII
budget def
identified 
componen
evident fro
highest va
the Asian F
rate for G
approachin

 

 

 

 

 

 

 

 

 

 

senet.org 

;  r

“ ” at time 

ly throughout 

zero represents

te the impact o

condary school

as follow: 

gross domestic

al labor force, 

ondary school

ign direct inve

e,  is the c

t of macroecon

to be positive 

and accelerat

secondary sch

bring benefit 

t is expected to

to developing 

hich further st

croeconomic in

value means in
and Data Ana

 is constructed
ficit as percen
from the lite

nts of MII. Equ
om Figure 1 th
alue is 0.59 wh
Financial Cris

GDP of Malays
ng 0.60 is alarm

represents a s

;  and

the period of 

s stability and 

of MII on econ

l enrolment (SS

c product per c

l enrolment, an

estment. 

onstant term, 

nomic instabil

because the in

e gross domes

hool enrolment

to the econom

o be positive. K

countries imp

timulates inve

nstability inde

nstability whic
alysis 

d for the case 
ntage of per G
erature (Haghi
ual weightage i
hat over the 19
hich is register
is and US Sub
sia in 1999 (-
ming.  

    Internatio

et of macroec

d  repre

study. The co

one represents

nomic perform

SSE) and foreig

apita;  

nd 

 to are 

lity index and 

ncreasing size 

stic product in

t is expected to

my (Amir, Kh

Khor (2000) su

prove quality o

estment and em

x is expected 

ch can harm ec

of Malaysia f
GDP, trade defi

ighi, Sameti a
is attached to e

984 – 2016 per
red for 2008. N
bprime Mortga
-7.40%) and 2

onal Business R

181 

conomic instab

sents the ma

omputed value

s extreme insta

ance, a set of c

gn direct inves

the coefficie

 is random

of the workfo

n the statement

o be positive b

han and Bilal,

uggests that tra

of factor of pr

mployment fo

to have negat

conomic perfor

from the follo
icit and exchan
and Isfahani; 
each variable. 
riod, MII reach
Note that corre
age Crisis respe
2010 (-1.50%)

Research      

bility variables

aximum and m

e of the compo

ability (Ali and

conditioning v

tment (FDI) ar

 

nts of condit

m error term. T

orce is giving 

t of Amir, Kha

because educat

, 2015). As fo

ansfer of impr

roduction and 

r higher econo

tive impact on

rmance and vic

owing variable
nge rate depre
2012; Ali an
The constructe

hes its height a
esponding to t
ectively, which
). Thus, it may

             

s at time ; 

minimum valu

osite index is l

d Rehman, 201

variables, name

re included in 

 + , 

tioning variab

The effect of to

an opportunity

an and Bilal (2

ted labor force

or foreign dire

roved technolo

therefore, inc

omic performa

n the output sin

ce-versa.  

es: unemploym
eciation rate. T
nd Rehman, 2
ed MII is plott
at 0.66 in the y
these MII peak
h had resulted 
y be said that

Vol. 11, No. 3;

 represents a

ue of series 

limited to zero

15). 

ely total labor 

the model and

   

les and  is

otal labour for

y to gain econ

2015). Besides

e can be produ

ect investment

ogy from devel

creases exports

ance. On the 

nce the increa

ment, inflation 
These variable
2015) as impo
ted in Figure 1
year 1998. The
ks are associat
in negative gr

t MII value th

2018 

actual 

“ ” 

o and 

force 

d it is 

(2) 

s the 

rce is 

omic 

s, the 

uctive 

t, the 

loped 

s and 

other 

ase in 

rate, 
es are 
ortant 
. It is 
 next 
ed to 

rowth 
hat is 



http://ibr.cc

 

Source: Au

Having co
domestic p
in this stud
and indep
product pe
investmen
than 0.05 i

Table 1. D

 Mean 
 Median 
 Maximum
 Minimum
 Std. Dev. 
 Jarque-Be
 Probabilit
Notes. a in
distributed

Prior to th
variables a
estimated 
they achie
cointegrate
Distributiv
Dickey-Fu
DFGLS st
test in wh
contrasted
is smaller 
maintained

senet.org 

uthors’ calcula

onstructed the M
product per ca
dy (Ali and Re
endent variabl
er capital (GD

nt (FDI) are all
in probability a

Descriptive Stat

 

m 
m 

era 
ty 

n US$. b in th
d. 

he estimation 
are integrated 
using the ordin

eve stationarity
ed. However, 
ve Lag (ARDL
uller Test with 
tationarity test 
hich the data 
d with the altern

than the crit
d. The DFGLS

Figure 1. Ma

ation. 
MII, the next t

apita. For this p
ehman, 2015).
les as shown 

DPPC), total l
l normally dist
and therefore, 

tistics 

GDPPC
 21840.0
 21997.8
 35035.0
 11485.5
 7430.3

 1.9
 0.3

housand units. 

of Equation (
of order zero,
nary least squa
y only after do

if the variab
L) technique s
Generalized L
is essentially 
are detrended 
native hypothe
tical values ob
S results are pr

    Internatio

acroeconomic I

task is to exam
purpose, a set 
. Table 1 provi
in Equation (
abor force (T

tributed. This i
the null hypot

Ca 

2 92
3 91
4 146
3 54
2 26
7 
7 
Jarque-Bera 

(2), it is impo
, which means
ares (OLS) tec
oing first diffe
les are integr
should be appl
Least Squares D
a modification
beforehand. 

esis of stationa
btained from 
resented in Tab

onal Business R

182 

Year 

Instability Inde

mine its impact
of control var
ides a summar
2) for a samp

TLF), secondar
is known from
thesis of norma

TLFb

294.57
144.75
684.00
431.40
676.24

2.10
0.35

is a test statis

ortant to check
s they are stati
chnique. Altern
erencing, then 
rated of mixed
lied. To identi
Detrending (D
n of the comm
In this test, th
ary series. The
MacKinnon s

ble 2.  

Research      

ex (MII) for M

t on economic 
riables as depic
ry of the descr
ple of 1984-20
ry school enro

m the Jarque-Be
al distribution 

SSEb

2056.59
2176.86
3037.93
1141.39
590.48

3.03
0.22

stic for testing

k the integrati
ionary at their 
natively, if the
OLS could b

d orders of ze
ify the integra
FGLS) of Ellio

monly applied A
he null hypoth

e null hypothes
simulations. O

             

Malaysia 

performance a
cted in Equatio
riptive statistic
016. Overall, t
olment (SSE) 
era test results
cannot be reje

FDI
4.90E+0
4.00E+0
1.51E+1
1.15E+0
3.96E+0

 3.7
 0.1

g whether the 

ion order of th
r levels, then th
ey are integrate
e applied if an
ero and one, 

ation order, thi
ot, Rothenberg
Augmented Di
hesis of non-s
sis is rejected f

Otherwise, the 

Vol. 11, No. 3;

as proxied by g
on (2) are incl
cs of the depen
the gross dom
and foreign d

s, which are al
ected. 

Ia 

9 
9 
0 
8 
9 
6 
5 
series is norm

he variables. 
he equation ca
ed of order 1, w
nd only if they
then Autogre

is study adopt
g, and Stock (1
ickey-Fuller (A
stationary seri
for test statistic
null hypothes

2018 

 

gross 
luded 
ndent 

mestic 
direct 
l less 

MII
0.45
0.45
0.66
0.15
0.14
2.06
0.36

mally 

If all 
an be 
when 
y are 
ssive 

ts the 
1996). 
ADF) 
ies is 
c that 
sis is 



http://ibr.ccsenet.org     International Business Research                    Vol. 11, No. 3; 2018 

183 
 

Table 2 shows that GDPPC, SSE and TLF are not stationary in their levels, as the null hypothesis of stationary 
series could not be rejected at 5% significance level. However, their achieved stationarity after taking the first 
difference. Thus, it can be concluded that theses variables are integrated of order 1. On the other hand, FDI and 
MII are determined to be stationary in their levels. So, they are considered as integrated of order zero. With these 
findings, since the variables are integrated with mixed orders of zero and one, ARDL technique rather than OLS 
technique is more appropriate to be adopted for the estimation of Equation (2). Thus, the ARDL technique which 
is available at EViews 9 is performed and the results obtained are reported in Table 3. 

Table 2. Integration Order as Identified by DFGLS Stationarity Test 

Variable Level a  First Difference b Integration Order 
GDPPC -2.58 -4.13*** 1
SSE -2.16 -5.41*** 1
TIF -1.63 -2.03* 1
FDI -4.16*** - 0
MII -5.02*** - 0
Notes. a The test is estimated with Intercept and Trend. b The test is estimated with Intercept. ** and *** indicate 
rejection of the null hypothesis at 5 and 1% significance levels respectively.  

Table 3. Estimated ARDL Model 

General Information 
Dependent Variable: GDPPC
Included observations: 29 after adjustments 
Maximum dependent lags: 4 (Automatic selection)
Model selection method: Akaike info criterion (AIC)
Dynamic regressors (4 lags, automatic): SSE TLF FDI MII  
Number of models evaluated: 2500 
Selected Model: ARDL(4, 4, 4, 4, 2) 
HAC standard errors & covariance (Bartlett kernel, Newey-West fixed bandwidth =4.0000)

Variable Coefficient t-Statistic Probability  
GDPPCt-1 1.29 5.40 0.00 
GDPPCt-2 -0.98 -3.61 0.01 
GDPPCt-3 1.12 5.99 0.00 
GDPPCt-4 -0.62 -4.42 0.01 
SSE 0.00 -2.08 0.08 
SSEt-1 0.01 5.24 0.00 
SSEt-2 0.00 -1.10 0.31 
SSEt-3 0.00 2.36 0.06 
SSEt-4 0.00 1.47 0.19 
TLF -1.74 -3.97 0.01 
TLFt-1 1.91 4.22 0.01 
TLFt-2 -0.07 -0.11 0.92 
TLFt-3 3.25 3.94 0.01 
TLFt-4 -5.98 -7.72 0.00 
FDI 0.00 3.84 0.01 
FDIt-1 0.00 0.20 0.85 
FDIt-2 0.00 8.82 0.00 
FDIt-3 0.00 -1.79 0.12 
FDIt-4 0.00 10.36 0.00 
MII -4490.55 -5.03 0.00 
MIIt-1 -6096.83 -3.14 0.02 
MIIt-2 -1335.41 -2.23 0.07 
Constant 10638.60 10.81 0.00 
Evaluation Criteria Statistic Probability 
Adjusted R2 0.99
F Test of Overall Significance 1265.09 0.00 
Jarque-Bera 0.15 0.93 
Breusch-Godfrey LM Test 4.22 0.10 
Breusch-Pagan-Godfrey 2.65 0.11 

 

As seen in Table 3, the optimal lags for GDPPC, SSE, TLF, FDI and MII are 4,4,4,4 and 2 respectively. These 
lags are selected based on Akaike information criterion. The selected model has passed through a battery of 
diagnostic tests on the model’s residuals. Specifically, the residuals are normally distributed by the Jarque-Bera 
test, since the probability of the test statistic is 0.00, which is less than conventional significance level, for 
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instance 0.10. Besides, the Breusch-Godfrey LM Serial Correlation Test result indicates no serial correlation in 
residuals. Meanwhile, the Breusch-Pagan-Godfrey heteroscedasticity Test result shows no heteroscedasticity in 
the residuals. The F-statistics reveals the overall significance of the included independent variables and the R2 
value indicates that these variables can explained 99% of the variations in the dependent variables, i.e., GDPPC. 
Thus, this model has fitted the data excellence well and it is thus suitable for interpretation.  

The results as shown in the middle panel of Table 3 indicate that GDPPC is significantly affected by the present 
and past values of itself and all the control variables. Moreover, the variable of interest in this study, i.e., MII has 
negative effects on GDPPC and the effects are significance at 10% level. In this respect, GDPPC is also 
significantly affected by the present (MIIt) and the two past values (MIIt-1, MIIt-2). This means MII has predictive 
power against GDPPC as early as two periods ahead. In addition, as the current value of GDPPC is significantly 
affected by the two lagged values of MII, this is essentially meaning that GDPPC is Granger caused by MII.  

5. Conclusion 

The economic performance of Malaysia was affected by a series of financial crises that had induced 
macroeconomic instability in the country, which in turn immensely dampened the nation’s economic growth rate. 
For instance, the negative effect of 1997 Financial Crisis and the 2008 US Subprime Mortgage Crisis caused 
Malaysian economy to perform poorly. Typically, Malaysia gross domestic product experienced an economy 
contraction of 7.4% in 1998. Malaysian production growth was exposed to high inflation, excessive budget 
deficit and negative trade balance when the economy slumped into recession in 1997. Hence, it is obvious that 
Malaysia needs an indicator to monitor the nation’s economic performance from time to time. In this conjunction, 
Macroeconomic Instability Index (MII) is an important indicator of a country’s economic condition.  

This study is taken up to construct the MII for the case of Malaysia. The variables adopted to construct this index 
include unemployment, inflation rate, budget deficit as percentage of per GDP, trade deficit and exchange rate 
depreciation rate. The constructed MII shows two spikes at 1998 (MII=0.66) and 2008 (MII=0.59), which 
correspond to the Asian Financial Crisis and US Subprime Mortgage Crisis respectively, that had resulted in 
negative growth rate for GDP of Malaysia in 1999 and 2010. Results obtained from further analysis by the 
ARDL technique show that MII has negative and significance effects on economic performance. Moreover, it is 
found that MII has predictive power against economic performance as early as two periods ahead.  

The constructed MII could serve as end-product for policy purposes or intermediate-product for other economic 
and finance studies. The potential users of this new index include governments, exporters, foreign direct 
investors, international firms, corporations, bankers, fund managers, stock market and foreign exchange markets 
participants.  
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