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In order to achieve an effective monetary policy, recognising the main transmission
mechanism channels that contributes in propagating monetary innovations to the real
economic activity is essential. It is also important to ensure that there is a full pass-
through from policy rate to the retail rates. This study attempts to identify the relative
importance of monetary transmission mechanism channels in Malaysia. A VAR
(Vector Autoregression) method is employed to study the propagation of monetary
disturbances to the economy. In order to assess the relative importance of
transmission channels, each channel will be exogenised and the response of output
with respect to monetary shock is extracted and compared among channels. The
empirical results show that the credit channel appears to be the most important
channel, followed by exchange rate channel, interest rate channel and asset price
channel. It is also imperative to understand the central bank behavior in its policy
conduct. By using Taylor rule, Malaysia does conform to the Taylor’s principle over
the long term period. Other countries that were included in this study namely United

States, United Kingdom, Indonesia and Thailand also conform to the Taylor’s



principle aside from the Philippines. This finding suggests that the Central Bank of
Malaysia has performed the appropriate policy response in the past, in order to

achieve its goal in sustainable growth and price stability.
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Untuk mencapai dasar kewangan yang berkesan, mengenal pasti saluran mekanisme
transmisi utama yang memberikan sumbangan dalam menyebarkan inovasi monetari
untuk kegiatan ekonomi adalah sangat penting. Hal ini juga penting untuk
memastikan bahawa ada pintasan penuh dari kadar dasar kepada kadar runcit. Kajian
ini cuba untuk mengenalpasti kepentingan saluran mekanisme transmisi monetari di
Malaysia. Kaedah VAR (Vektor Auto-regrasi) digunakan untuk mempelajari
perambatan gangguan monetari dalam ekonomi. Dalam rangka untuk mengadar
kepentingan relatif dari saluran transmisi, setiap saluran akan diasingkan dan respon
terhadap goncangan monetari akan diekstrak dan dibandingkan antara saluran.
Keputusan empirik menunjukkan bahawa saluran kredit adalah saluran yang paling
penting, diikuti oleh saluran kadar tukaran, saluran kadar faedah dan saluran harga
aset. Hal ini juga penting untuk memahami tingkah laku Bank Negara Malaysia dalam
menjalankan tugasnnya. Dengan menggunakan Hukum Taylor, Malaysia sesuai
dengan prinsip Taylor selama tempoh jangka panjang. Negara-negara lain yang

termasuk dalam kajian ini ialah Amerika Syarikat, United Kingdom, Indonesia dan



Thailand juga sesuai dengan prinsip Taylor selain dari Filipina. Penemuan ini
menunjukkan bahawa Bank Negara Malaysia telah melakukan respon dasar yang
tepat di masa lalu, dalam rangka mencapai tujuan pertumbuhan yang berterusan dan

kestabilan harga.



ACKNOWLEDGEMENTS

This research project is done fulfill the requirements of awarding a MSc in Financial
Economics. Effort, time and money have been put in to accomplish my research. In
completing my research, | have obtained invaluable advice and guidance from several

members of Faculty of Economics & Management of Universiti Putra Malaysia.

| would like to extend my utmost gratitude to my project supervisor, Associate
Professor Dr. Law Siong Hook and Professor Dr. Ahmad Zubaidi Baharumshah also
not forgetting several other lecturers who have guided me through my research

project. Thank you for your patience and time allocated in assisting me.

Adding to this, many people have helped in the development of this study. Relatives,
friends and well wishes have contributed either internally or externally in giving new

perspectives and ideas on the value of information.

Again, without their sincere help, | would not be able to complete the task given. |
hope this project will benefit everyone as it has to me. | would also like to say thanks
to all the party that was directly or indirectly involved in helping me finish this

project.

Vi



-7 4



This thesis was submitted to the Senate of Universiti Putra Malaysia and has been
accepted as fulfilment of the requirement for the Master of Science. The members of
the Supervisory Committee were as follows:

Zaleha bt Mohd Noor, PhD

Lecturer

Faculty of Economics and Management
Universiti Putra Malaysia

(Chairman)

Law Siong Hook, PhD

Associate Professor

Faculty of Economics and Management
Universiti Putra Malaysia

(Member)

Ahmad Zubaidi Baharumshah, PhD
Professor

Faculty of Economics and Management
Universiti Putra Malaysia

(Member)

HASANAH MOHD GHAZALI, PhD
Professor and Dean

School of Graduate Studies

Universiti Putra Malaysia

Date:

viii



DECLARATION

| declare that the thesis is my original work except for quotations and citations which
have been duly acknowledged. | also declare that it has not been previously, and is not

concurrently, submitted for any other degree at University Putra Malaysia or any

other institution.

MOHD HELMI BIN RAMLEE

Date: 14 October 2010



TABLE OF CONTENT

Page
ABSTRACT i
ABSTRAK iv
ACKNOWLEDGEMENT Vi
APPROVAL vii
DECLARATION iX
LIST OF FIGURES Xii
LIST OF TABLES Xiii
CHAPTER
1 INTRODUCTION 1
2 THEORY OF MONETARY TRANSMISSION 7
2.1 Introduction 7
2.2 Early Difference in Views 8
2.3 Channels of Monetary Transmission 13
2.3.1 Interest Rate Channel 14
2.3.2 Exchange Rate Channel 16
2.3.3 Asset Price Channel 18
2.3.4 Credit Channel 20
2.3.5 Expectation Channel 23
2.4 Review of the Empirical Literature 24
2.5 Interest Rate Pass-though 28
2.6 Theoretical Framework of Taylor Rule Behavioral Function 30
2.6.1 Behavioral and Optimal Rules 33
2.6.2 Issue with using Taylor Rule 34
3 MALAYSIAN ECONOMY AND THE CONDUCT OF MONETARY
POLICY 35
3.1 Malaysian Economy 35
3.2 Conduct of Monetary Policy in Malaysia 40
3.2.1 Monetary Policy Transmission Mechanism 41
3.2.2 Evolution of Monetary Policy Framework in Malaysia 43
4 METHODOLOGY & EMPIRICAL RESULTS 49
4.1 Interest Rate Pass-through and Relative Importance of Monetary
Transmission Mechanism Channels in Malaysia 49
4.1.1Data Analysis 49
4.1.2 Interest rate Pass-through 51
4.1.3 Relative Importance of Channels 54
4.1.4 Vector Autoregressive (VAR) Model 56
4.1.5 Summary 63
4.2 Behavior of Central Bank of Malaysia 64
4.2.1 Data Analysis 65
4.2.2 Taylor Rule for Malaysia 68
4.2.3 Summary 74



5 CONCLUSION
5.1 Summary of the Study
5.2 The Major Findings
5.3 Implications
5.4 Recommendation for Further Study

REFERENCE
BIODATA OF STUDENT

Xi

77
77
78
79
80

83
88



	MONETARY TRANSMISSION MECHANISM AND BEHAVIOR OFBANK NEGARA MALAYSIA
	ABSTRACT
	ABSTRAK
	ACKNOWLEDGEMENT
	APPROVAL
	DECLARATION
	LIST OF FIGURES
	LIST OF TABLES
	INTRODUCTION
	THEORY OF MONETARY TRANSMISSION
	MALAYSIAN ECONOMY AND THE CONDUCT OF MONETARYPOLICY
	METHODOLOGY & EMPIRICAL RESULTS
	CONCLUSION
	REFERENCE
	BIODATA OF STUDENT




