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Abstract 
  
The danger of inflation has been the focus of many central banks. This paper analyzes the transmis-
sion mechanism of monetary policy and inflation targeting in Malaysia with a backward-looking 
aggregate supply and demand analysis. The manage floating regime applied in the country has an 
important role in achieving a stable exchange rate against its major trading partners. It also analyz-
es the policy of maintaining the soundness of interest rate to perceive inflation targeting to increase 
its economic growth. Using 1991-2004 data and a traditional structural econometric model, it 
shows that output gap is important in forecasting a domestic inflation rate by controlling the inter-
est rate.   
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Abstrak 
 
Bahaya inflasi telah menjadi perhatian utama berbagai bank sentral. Makalah ini menganalisis 
mekanisme transmisi kebijakan moneter dan penargetan inflasi di Malaysia dengan menggunakan 
analisis penawaran dan permintan agregat backward-looking. Rezim kurs mengambang yang 
diterapkan di negara tersebut memiliki peran penting dalam mencapai nilai tukar yang stabil 
terhadap mitra dagang utama. Penelitian ini juga menganalisis kebijakan mempertahankan suku 
bunga yang sehat untuk mencapai penargetan inflasi guna meningkatkan pertumbuhan 
ekonominya. Menggunakan data 1991-2004 dan model ekonometrik tradisional struktural, peneli-
tian ini menemukan bahwa kesenjangan output merupakan faktor penting dalam peramalan tingkat 
inflasi domestik dengan jalan mengendalikan tingkat bunga. 
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INTRODUCTION 

Monetary targeting became popular among 
some central banks and monetary econo-
mists after the breakdown of the Bretton 
Woods system. It was thought to provide 
an alternative nominal anchor to monetary 
policy, thus influencing public inflation 
expectations. The idea of targeting the 
growth rate of one or more monetary ag-
gregates as a means of controlling inflation 
is advocated in Friedman (1968). The at-
traction of this monetary strategy is based 

on the assumption that the monetary base 
can be controlled directly by the central 
bank. A second condition for a successful 
policy of monetary targeting is that the tar-
geted money measure is closely and pre-
dictably related to the ultimate objective of 
price stability. In other words, the velocity 
of the monetary aggregate used for policy 
making (or its inverse, the demand for 
money) should be stable or at least have a 
predictable relationship with a small num-
ber of macroeconomic. 
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The failure of fixed exchange rates 
and monetary targeting to deliver price sta-
bility provided incentives to search for an 
alternative nominal anchor to monetary 
policy. Since the end of the 1980s inflation 
targeting has been adopted by a growing 
numbers of central banks in their search for 
a suitable anti-inflation strategy. Inflation 
targeting can be characterized by the an-
nouncement of an explicit target (as a point 
or a range target) for future inflation with-
out other explicit targets.  

The main objective of controlling 
monetary instruments is to achieve the ul-
timate target as price stability and sustaina-
bility of economic growth. However, how 
is the change in monetary policy significant 
to stabilize the economic growth and price 
level? Many countries especially in Asian 
countries have changed their monetary pol-
icy in order to consistently manage their 
economy. Malaysia especially, has expe-
rienced three transitions of changing their 
monetary framework in terms of exchange 
rate, interest rates policy and monetary ag-
gregate. 

Every country has to consistently 
adapt to a new changing in a financial mar-
ket to ensure the soundness of economic 
growth and price level. Therefore, what is 
the most efficient policy that should be im-
plemented to achieve the final target? Most 
central banks used short-term interest rates 
as their main instruments of monetary poli-
cy. In the case of small open economy, the 
changing in exchange rate regime also can 
influence the demand and supply in basket 
of goods and services. It relatively affects 
domestic currency prices of imported final 
goods, as well of equity transactions. More 
importantly, the real exchange rate will af-
fect the relative price between domestic 
and foreign goods, which in turn it will af-
fect both domestic and foreign demand for 
domestic goods, and hence contribute to the 
aggregate demand channel for the transmis-
sion of monetary policy (Svensson, 2000).  

Besides, domestic and foreign inter-
est rates also play an important role in in-
fluencing the pattern of aggregate demand 
for domestic goods and services. This, di-
rectly affect the level of price and relative 
amount of goods and services that can be 
used by households and firms.  

In 1995, Malaysia shifted the mone-
tary strategy from monetary aggregates to 
interest rates as the intermediate target. 
Since then, Malaysia monetary policy is 
operated through short term interest rates in 
order to achieve its ultimate objective of 
price stability. The direction of interest 
rates is influenced by liquidity management 
and its signaling impact. A change in poli-
cy rate specifically would affect the whole 
range of market rates, which have a direct 
impact on lending rates or cost of funds in 
the financial system. The changes in policy 
rates will affect the private sector’s finan-
cial assets and liabilities position, and asset 
prices. Therefore, this will likely affect the 
decisions to consume, save, and invest, that 
involves domestic and external goods and 
services as well. Subsequently, these fac-
tors will influence aggregate demand and 
ultimately price level.  

The stability of price is important to 
ensure the efficiency of resource allocation, 
improving investment sentiment, providing 
incentive to save, enhancing economic wel-
fare and more importantly fostering sus-
tainable long-term economic growth. How-
ever, the changes of interest rates rate re-
gime can be classified into three times 
since 1995, namely the introduction of in-
terbank rate in November 1995, followed 
by intervention rate in September 1998 and 
lastly overnight policy rate in April 2004.  

Under the interest rate framework in 
1995, Bill Lending Rate was changed in 
order to promote greater efficiency among 
banking institutions and more essentially, 
to ensure the rapid transmission of changes 
in the direction of policy into the credit 
market. Besides, it enabled commercial 
banks and finance companies to quote the 
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Bill Lending Rate below the ceiling Bill 
Lending Rate computed for the industry. 
However the computation of ceiling BLR 
was revised in September 1998 by substi-
tuting the weighted average interbank rate 
with the intervention rate. With this new 
framework the ceiling Bill Lending Rate 
can be computed and it allowed banking 
institutions to borrow from the Bank Nega-
ra Malaysia at times when the market is 
short of liquidity. Ultimately, in April 26 
2004, BNM implemented new interest rates 
framework. Under this new framework, the 
overnight policy rate (OPR) replaced the 
three-month intervention rate. The OPR 
was set at the prevailing interbank over-
night rate of 2.7% and allowed to fluctuate 
within a narrow range of plus or minus 25 
basis points. It has given the most signifi-
cant interest rate within that period until 
currently.  

In terms of exchange rate regimes, 
Malaysia has implemented three regimes 
since the World War Two. Initially, flexi-
ble exchange rate regime was introduced 
until the speculative attacks that have de-
preciated the currency to Malaysia Ringgit 
4 in 1997. Therefore, in September 1998, 
capital control has been implemented that 
fixed the currency to the US dollar that can 
reduce the risk of capital outflows and de-
preciation of currency. Nevertheless, in Ju-
ly 2005, Bank Negara Malaysia announced 
the shift of currency to managed floating as 
a result of stabilization and enhancement of 
economic growth within the years. Gov-
ernment of Malaysia also tries to maintain 
price stability. It is essential to stabilize the 
price level at low level for creating a con-
ducive environment for sustainable eco-
nomic growth. Changes in either demand or 
supply conditions affect inflation rate 
which lead to persistent changes in prices 
level and give rise to a temporary increase 
in inflation, respectively.  

Monetary authorities should con-
duct monetary policy effectively which are 
able to accurately assess the sources of cur-

rent and future movements in inflation. 
More importantly, they can distinguish 
whether an increase inflation rate is the re-
sult of supply shock, or demand conditions. 
Therefore, Bank Negara Malaysia has con-
structed indices of core inflation for infla-
tion targeting to enhance the analysis of the 
underlying inflationary trend in the econo-
my. The measures of core inflation have 
been used in Malaysia such as headline, 
excluding food, excluding price-volatile 
and controlled items, modified weights, 
trimmed-mean, and weighted-median and 
principal component. 

The focus of the paper is to analyze 
the transmission mechanism of monetary 
policy and inflation targeting in a small 
open-economy with backward-looking ag-
gregate supply and aggregate demand. In 
this study, it is examined the relationship 
between monetary policy and inflation tar-
geting in a small open economy. 

Inflation targeting can be modeled 
as an instrument rule or a targeting rule 
(Svensson, 2002). A number of researchers 
such as Haldane (1998), and further ex-
amined by Haldane and Batini (1998), and 
Rudebusch and Svensson (2002) find in-
strument rule that responds directly to dev-
iations of the rule-consistent inflation fore-
cast from the inflation target. A well known 
example of simple instrument rule is a Tay-
lor rule. Taylor (1993) analyses the rule of 
federal funds rate responds to the inflation 
deviations and output deviations. On the 
other hands, a targeting rule can minimize 
loss function, which central bank has per-
fect control over the goal variables and 
there are no intertemporal and intratempor-
al tradeoffs between the goal variables 
(Svensson, 1999).  

As mentioned by Svensson (2002), 
inflation targeting has three characteristics: 
numerical inflation target, inflation forecast 
targeting, and a high degree of transparency 
and accountability. The first characteristic 
refers to a point target or a target range that 
refers to a specific price index. The primary 
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objective of monetary policy is to achieve 
the inflation target. There is no other no-
minal anchor, like an exchange rate target 
or a money growth target. The second, a 
decision making process which the central 
bank’s inflation forecast has a prominent 
rule and the instrument is set such that the 
inflation forecast conditional in the instru-
ment setting is consistent with the target. 
The third, the high degree of transparency 
and accountability, which is as in central 
bank is accountable for achieving the infla-
tion target and provides transparent and 
explicit monetary-policy reports presenting 
its forecasts and explaining and motivating 
its policy.  

Similarly in Svensson (1999), infla-
tion targeting can be interpreted as the an-
nouncement and assignment of a relatively 
specific loss function to be minimized by 
the central bank. The operating procedure, 
inflation-forecast targeting, can be inter-
preted as a way of ensuring that first-order 
conditions for a minimum of the loss func-
tion are approximately fulfilled. The high 
degree of transparency and accountability, 
especially the published Inflation Reports, 
can be interpreted as a way for outside ob-
servers of verifying that the first-order con-
ditions are fulfilled. As discussed in Faust 
and Svensson (1998), more transparency 
makes the central bank's reputation more 
sensitive to the bank's actions and increases 
the cost of deviation from the announced 
policy. Thus, the high degree of transpa-
rency increases the incentives for the cen-
tral bank to minimize the assigned loss 
function.  

Epstein (2006), for instance, report 
evidence that inflation targeting central 
banks do not reduce inflation at any lower 
cost than other countries' central banks in 
terms of forgone output. That is, inflation 
targeting does not appear to increase the 
credibility of central bank policy and there-
fore, does not appear to reduce the sacrifice 
ratio. Based on an econometric study of a 
large sample of inflation targeters and non-

targeters, Corbo et al., (2001) concluded 
that sacrifice ratios have declined in the 
emerging market economies after adoption 
of inflation targeting. They also report that 
output volatility has fallen in both emerg-
ing and industrialized economies after 
adopting inflation targeting. This position 
is recently complemented by a study of the 
IMF economists, who use a complex eco-
nometric model and policy simulations, 
report findings that inflation targeting 
economies experience reductions in the vo-
latility in inflation, without experiencing 
increased volatility in real variables such as 
real GDP (Batini et al., 2006). According to 
these estimates, inflation targeting central 
banks do enhance economic ‘stability’ rela-
tive to other monetary rules, such as 
pegged exchange rates and monetary rules. 

Besides, strict and flexible inflation 
targeting is also important to be considered 
for allowing a variety of loss function for 
the central bank as discussed in Svensson 
(2000). By examining inflation targeting in 
a small open economy with forward look-
ing aggregate supply and demand with mi-
cro-foundations, and with stylized realistic 
lags in the different monetary-policy 
transmission channels, the study found that 
flexible CPI inflation targeting does not 
only limit the variability of CPI inflation 
but also the variability of the output gap 
and the real exchange rate. Negative prod-
uctivity supply shocks and positive demand 
shocks have similar effects on inflation and 
the output gap, and induce similar mone-
tary policy responses. Furthermore, ex-
change rate pass-through effects were re-
portedly reduced and consumer prices have 
become less prone to shocks (Edwards, 
2005). 

Under the instrument rule, Guender 
(2003) proposed a simple stochastic ma-
croeconomic model and examines the op-
timal setting of the policy parameter under 
inflation targeting. The optimal value for 
the parameter in the instrument rule de-
pends on the sources of uncertainty, the 
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preferences of the policy maker, and also 
on the policy parameter. Policy parameter 
also depends positively on variance of IS 
shocks relative to cost-push shocks, while 
negatively related with variability in the 
rate of inflation relative to output. In gener-
al, given finite values for the policymaker’s 
preference parameter and the variances of 
the two disturbances, optimal value of in-
strument rule assumes a strictly positive 
and finite value.  

Debelle and Fischer (1994) corro-
borates his findings of a significantly posi-
tive relationship between the variability of 
inflation and that of output using cross-
country evidence. The positive experience 
of many industrialized and less developed 
countries with inflation targeting indicates 
that many emerging market economies may 
also be ready to adopt inflation targets as a 
means of conducting their monetary policy 
independently and successfully. Successful 
inflation targeting depends on a number of 
factors. First, inflation targeting can only 
be successful when a central bank has 
gained a respectable degree of credibility, 
which in turn can be obtained via a proven 
track record in terms of low and stable in-
flation over a number of years. Credibility 
can be enhanced through clear communica-
tion with the public, which increases the 
transparency of the policy regime. Second, 
and closely related to the first prerequisite, 
are institutional requirements such that the 
central bank is independent from political 
interference and can adjust its policy in-
strument independently or operational in-
dependence.  

Granville and Mallick (2006) inves-
tigate the relation between the interest rate, 
inflation rate, exchange rate, and money 
supply in Russia since 1992. The result 
showed that interest rate responded more to 
changes in the exchange rate than to infla-
tion rate. Whereas in the longs run inflation 
determined interest rates, they have shown 
that in the shorts run, nominal interest rate 
has negatively reacted to inflation, whereas 

inflation reacts positively to interest rate. 
Using an error-correction mechanism they 
find that, similar to Mishkin (1992), the 
short- run adjustment of interest rates to in-
flation, exchange rate, and money growth is 
very slow, only at the rate of 6.8%. This 
suggests that the interest rate is not targeted 
by the central bank as a direct instrument of 
monetary control. This is not surprising in 
economies in transition and especially in 
Russia where the mechanisms of monetary 
transmission and financial intermediation 
took long periods to be put in place and are 
still in need of reform and regulation. He 
also suggested that Russia should adopt a 
pre-announced inflation target which would 
coordinate expectations and thus generate a 
more stable inflation scenario for the econ-
omy.  

However, Wesche and Gerlach 
(2008) have found money growth is helpful 
in guarding against the development of in-
flation pressures and in setting monetary 
policy in Switzerland. They also found that 
the fluctuation in steady state inflation de-
pends on low-frequency money growth and 
output gap. However, historically Switzer-
land has low and stable inflation in which 
money growth and velocity changes are 
negatively correlated. Second, at higher 
frequencies the output gap Granger causes 
inflation.  

Exchange rate plays an important 
role in the discussion of inflation targeting, 
and it has several important consequences. 
Svensson (2000) explained that the ex-
change rate allows additional channels for 
the transmission of monetary policy. In an 
open economy, the real exchange rate will 
affect the relative price between domestic 
and foreign goods, which in turn, it will 
affect both domestic and foreign demand 
for domestic goods, and hence contribute to 
the aggregate-demand channel for the 
transmission of monetary policy. There is 
also a direct exchange rate channel for the 
transmission of monetary policy to infla-
tion, in that the exchange rate affects do-
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mestic currency prices of imported final 
goods, which enter the consumer price in-
dex (CPI) and hence CPI inflation. Typical-
ly, the lag of this direct exchange rate 
channel is considered to be shorter than that 
of the aggregate demand channel. Hence, 
by inducing exchange rate movements, 
monetary policy can affect CPI inflation 
with a shorter lag. Finally, there is an addi-
tional exchange rate channel to inflation. 
The exchange rate will affect the domestic 
currency prices of imported intermediate 
inputs. Eventually, it will also affect no-
minal wages via the effect of the CPI on 
wage-setting. In both cases, it will affect 
the cost of domestically produced goods, 
and hence domestic inflation (inflation in 
the prices of domestically produced goods). 

This paper only mentions two dif-
ferent measures of output gap. Firstly, there 
are theory-free univariate time series mod-
els, of which the Hodrick-Prescott (1997) 
filter is the most prominent example. Se-
condly, there are multivariate models built 
on well-known economic relationships, 
which make use of time series techniques 
as early referred to Harvey and Lewis 
(1986).  

Mendez and Palenzuela (2003) es-
timated multivariate models built on well-
known economic relationships, which make 
use of time series techniques. In their paper 
three criteria were adopted to assess the 
reliability of an output gap. Firstly, the es-
timation should have forecasting power 
over inflation. Secondly, it is the ex-post 
statistical measures. Thirdly, the estimate 
of the output gap should be positively cor-
related with standard measures of capacity 
utilization. However, their findings show 
that under multivariate specification unob-
servable components type models of the 
output gap show temporal consistency be-
tween sequential and final estimates. 

However, our research will be con-
centrated on the Hodrick-Prescott filter in 
estimating output gaps as proved by Raz-
zak (1997) that has estimated the Hodrick-

Prescott technique, and his findings showed 
that Hodrick-Prescott filter acts as a 
smoother over the sample and as a true fil-
ter at the end of the sample. By using these 
two different concepts, the output gap re-
sulting from the true filter is consistent with 
the policy maker’s interpretation of the 
cyclical component of real output and pro-
vides better out-of-sample forecasts of in-
flation.  

Besides, Mise et al., (2005) also ap-
plied Hodrick-Prescott filter in their study 
of business cycles. This technique is suita-
ble for policy makers to make an assess-
ment of whether, and how much, an eco-
nomic variable is ‘above trend’. Therefore 
if such an issue is important, they imple-
mented adjustment to the filter which is 
desirable. Similarly, the research are con-
structed by Gerlach and Yiu (2004). Their 
findings also mentioned that Hodrick-
Prescott filter is much preferable for con-
structing output gaps in applied econome-
trics since it contains much the same in-
formation for inflation and other variables 
that policy makers are interested in.  

Thus, this paper will attempt to con-
struct a small open-economy model, with 
particular emphasis on monetary policy that 
captures the effect on the equilibrium of  
domestic and foreign disturbances and the 
appropriate monetary-policy response to 
these disturbances under inflation targeting. 
This objective is still vague, not clearly 
stated. 
 

METHODS  

Specifically, the model is inspired by 
Svensson (2000). The model analyses the 
supply and demand shocks on the inflation 
and the output gap from the monetary poli-
cy responses. The main purpose of this pa-
per is to extend the formal analysis of infla-
tion targeting to a small open economy 
where the exchange rate and the fiscal im-
pulse are important for conducting mone-
tary policy. Another purpose is to incorpo-
rate recent advances in the modeling of 
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backward-looking aggregate supply and 
demand. 

Basically, this model has two struc-
tural equations as developed by Golinelli 
and Rovelli (2005) that can be shown as 
below:  
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Equation 1 shows the AS equation, 

where domestic inflation (π
t
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backward-looking of aggregate supply, 
therefore the series are estimated by adding 
lagged of all predetermined variables 
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where, π

t 
is domestic inflation rate, π

t
* is 

foreign inflation rate, y
t 
is output gap (cyc-

lical component in the HP filter), e
t
+ p*

t 
– 

p
t 
is purchasing power parity, i

t 
is nominal 

interest rate, and g
t 

is government con-

sumption. 
 
Equation (2) shows the AD equation that 
imposed the link of output gap to the no-
minal interest rate, the real exchange rate, 
and the government expenditures. Lagged 
of all the predetermined variables are also 
added in the model to ensure the link of the 
variables in the long run.  

It use the Hodrick-Prescott (HP) fil-
ter to construct trend output. The Hodrick-
Prescott filter decomposes a time series in-
to growth and cyclical components (y

t
 is 

c

t

g

t yy + ), where yt is the natural logarithm 

of an observed time series and g

ty  and c

ty  

are the growth and cyclical components 
respectively. The filter is given by:  
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Hodrick and Prescott (1997) minimize the 

variance of c

ty
 
subject to a penalty for vari-

ations in the second difference of the 
growth term, where λ controls the smooth-

ness of g

ty . The minimization of (3) pro-

vides a mapping from y
t 
to g

ty  with c

ty
 
de-

termined residually. The filter is computed 
by applying the HP technique with λ equal 
1600 to real GDP data, running it over a 
sample from 1991(1) to 2004(1). Accord-
ing to Hodrick- Prescott (1997) filter is to 
decompose a time series such as real GDP 
into a trend component that is for potential 
output and a cyclical component that is 
output gap. Therefore, cyclical component 
has been calculated from the HP filter as a 
proxy of output gap in this research. 

A structural econometrics model 
(SEM) will be used, which simultaneously 
estimate the equations developed above. 
The reason for using a structural econome-
tric model (SEM) because it is well suited 
to analyze the transmission mechanism, 
although their data requirements are quite 
demanding and this makes them hard to 
implement for transition economies. 

According to Hsiao (1997 a & b) 
the structural equation approach for estima-
tion and testing is still valid even when 
some regressors are non-stationary, pro-
vided they are cointegrated. Therefore, a 
two-stage least squares approach (2SLS) is 
applied to estimate the model developed. 
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Therefore simultaneity exists in this model 
because there is interdependence among the 
endogenous variables. Thus, π

t 
affects Y

t
, 

and Y
t 
affects π

t
.  

In stage 1 we need to get rid the 
correlation between π

t 
and ε

2t . 
Firstly, we 

have to regress π
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on all the predetermined 

variables (lagged endogenous and lagged 
exogenous) in the whole system, and also y

t 

on all the predetermined variables. This 
goal is accomplished by performing the 
reduced-form regression of π

t
, and y
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on all 

the predetermined variables (lagged endo-
genous and lagged exogenous), in the sys-
tem (Stage 1) obtaining the estimates π

t
, 

and y
t
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t
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t 
in the origi-

nal equation by the estimated π
t
, and y

t
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then applying OLS to the equation thus 
transformed (Stage 2). To illustrate 2SLS 
further, it modifies the model above as fol-
lows:  
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where εt’s are the usual OLS residuals. 

From equations (4) and (5) we obtain πt is  
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where πt is an estimate of the mean value of 

π conditional upon the fixed predetermined 
variables. Equation (4) and (5) now can be 
expressed as 
  

tπ  is tt 1
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which shows that the stochastic π, and y 

consists of two parts, namely πt, and yt, 
which is a linear combination of non-
stochastic predetermined variables, and a 
random components. Following the OLS 

theory, πt and ε1t, and yt and ε2t are uncorre-
lated. 

Following are the process of Stage 

2. In this stage it replaces πt and yt in the 
original (structural) equations by their es-
timated values from the preceding two re-
gressions and then run the OLS regressions 
as follows:  
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where *

1tε  is  tt 2121 εαε +  and *

2tε  is 

tt 1212 εαε + . Thus, the estimations will be 

consistent. 
Quarterly data from 1991(1) to 

2004(1) will be used to estimate the model 
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above. All the variables are in logarithmic, 
except for nominal interest rate.  
 

RESULTS DISCUSSION 

Figure 1 plot two output gap measures ob-
tained from the Hodrick-Prescott filter and 

smoother with λ equal 1600 using quarterly 
data for Malaysia from 1991(1) to 2006(4). 
The HP application acts as a smoother of 
real GDP that is known as a trend compo-
nent for potential output, and as a true filter 
at the end of the sample as a cyclical com-
ponent that for output gap. These two dif-
ferent concepts, the output gap resulting 
from the filter is consistent with the policy 
maker’s interpretation of the cyclical com-
ponent of real output and provides better 
out-of-sample forecasts of inflation. 

The output gap resulting from the fil-
ter is negative up to 2000, and ambiguous 
thereafter, while the output gap resulting 
from the smoother is positive for the whole 
period. The filter’s measure of the output gap 
is more variable than that from the smoother. 
Given the differences between the properties 
of the output gap resulting from the smoother 
and that from the filter, it should be con-
cerned about the economic interpretation of 
these output gaps. If the policy maker is in-
terested in the current output gap, then the 
smoother conveys misleading information 

about the output gap. However, it is shown 
that the filter or cyclical output outperforms 
the smoother or trend output by producing 
better out-of-sample inflation forecasts from 
Malaysia sample. Below are the results of the 
two-stage least square (2SLS) test. 

Table 1 shows the results of the ag-
gregate supply by using the 2SLS method. 
The pressure on domestic inflation from 
output gap is well identified. To ensure that 
domestic inflation converges to the foreign 
inflation rate in the long run, therefore a 
homogeneity condition has been imposed. 
However, the restriction is not rejected for 
Malaysia for its coefficient is at 0.881482 
and p-value 0.2137. Similarly, it finds no 
link between real exchange rate and domes-
tic inflation. 

Nevertheless, the result shows that 
output gap or capacity utilization is statisti-
cally significantly correlated with the do-
mestic inflation at 5% critical value (p-
value is 0.0245) in the long run which is 
7.682916 coefficient value. This means that 
1% increase in output gap in previous year 
would increase the domestic inflation in the 
current year at 7.682916%. Indeed, there is 
no satisfying converge between the va-
riables, but the link between the variables is 
positively correlated. 

 

-.10

-.05

.00

.05

.10

10.0

10.2

10.4

10.6

10.8

11.0

11.2

1992 1994 1996 1998 2000 2002 2004 2006

LGDP Trend Cycle

Year

L
o
g
 R

e
a
l 
G
r
o
s
s
 D

o
m

e
s
ti
c
 P

ro
d
u
c
t

 

Source: Data calculation. 

Figure 1: Hodrick-Prescott Filter Application. 
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Table 1: Aggregate Supply Result  
Variable Coefficient t-statistic Probability 

C  0.072627 0.057523 0.9545 
Output Gap(-1)  7.682916 2.361546 0.0245** 
Foreign Inflation(-1)  0.881482 1.268684 0.2137 
PPP(-1)  -0.179483 -0.153093 0.8793 

Note: Entries in *, ** and *** are significant at the 1%, 5% and 10% levels, respectively. 
Source: Data estimation. 

 
Table 2: Aggregate Demand Result  
Variable Coefficient t-statistic Probability 

C  1.061863 1.546447 0.1346 
Output Gap(-3)  0.419190 1.870005 0.0732*** 
Domestic inflation(-1)  -0.005221 -0.406594 0.6878 
PPP(-2)  -0.043747 -0.434916 0.6674 

Government Consumption(-2)  -0.108876 -1.196199 0.2428 

Three month interbank rate(-1)  -0.012209 -2.272204 0.0319** 

Note: Entries in *, ** and *** are significant at the 1%, 5% and 10% levels, respectively. 
Source: Data estimation. 
 

Table 2 shows the result of the ag-
gregate demand equation 2. It can be seen 
from the table that only nominal interest 
rate and lag 3 output gap are correlated and 
significant to the output gap in the long run 
in which the coefficient values are -
0.012209 and 0.419190 respectively. This 
imposes that in the long run the changes in 
the nominal interest rate would influence 
output gap which in turn stabilizes the in-
flation at a lower rate.  

Nevertheless, other variables are 
failed to prove correlated with the output 
gap. For example, government consump-
tion as a proxy of fiscal policy is not signif-
icant in influencing the output gap which is 
similarly with the domestic inflation and 
real exchange rate that are highly unaf-
fected the output gap. 
 Several aspects of the results dis-
cussed in this paper are worth emphasizing. 
First, output gap has been found to be cor-
related with the domestic inflation rate. 
Therefore, domestic inflation rate can be 
classified as endogenous variable since 
output gap is statistically significant influ-
ence inflation. Otherwise, it fails to prove 
the opposite relationship between these two 
variables as can be shown in aggregate de-

mand model. Secondly, foreign inflation is 
not significant in the aggregate supply 
model. Therefore, the change in domestic 
inflation is not influenced by the foreign 
disturbances. Similarly, purchasing power 
parity is also not important in influencing 
domestic inflation rate in the model. 

However, in aggregate demand 
model nominal interest rate and real ex-
change rate have been proved to have a 
significance relationship with output gap, 
otherwise for the other variables. This 
shows that fiscal policy is not important in 
influencing the ratio of output gap in fore-
casting the domestic inflation rate. Indeed, 
it is essential for policy makers to maintain 
the interest rate at certain level in order to 
achieve a target of low inflation rate. Be-
sides, the changes of foreign price index 
and domestic price index are important in 
influencing the change in the output gap by 
the real exchange rate  
 

CONCLUSION 

The paper suggested that the monetary pol-
icy applied in Malaysia only consider the 
output gap to influence the level of domes-
tic inflation rate which otherwise are not 
important in transmission mechanism of 
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monetary policy in AS model. The results 
also indicate that there is a clear tradeoff 
between inflation and the real exchange 
rate and that flexibility encourages the 
adoption of different policies in response to 
different shocks. When one considers these, 
the results show that monetary policy under 
an inflation targeting arrangement may be 
flexible enough to allow the exchange rate 
to be addressed on the basis of responding 
to particular shocks. This is important when 
one considers the degree to which the infla-

tion targeting central banks in Asia appear 
to manage movements in their exchange 
rates.  

Ultimately, this paper has proved 
the importance of output gap in predicting 
or achieving the domestic inflation rate 
which is controlled by instrumental varia-
ble such as interest rate as intermediate tar-
get. Therefore, inflation targeting in this 
case can be categorized as central bank’s 
inflation forecast by setting the instrument 
in order to achieve the ultimate goal.  
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