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The Impact of Monetary Policy on Inflation

Hamidah Ramlan

Abstract—the objective of this study is to scrutinize an association between inflation, consumption and saving
in Malaysia. The Data was collected and retrieved from www.bursamalaysia.com, Bank Negara and Statistic
Department cover from period of 1990 to 2018. Throughout, this study uses multiple linear regressions to run the
dependent variable saving with its independent variables. The result shows a statistically significant relationship
between the inflation, consumption and saving.

Index Terms: exchange rate, inflation, interest rate, money supply.

I. INTRODUCTION

Malaysia has been generally effective in adjusting solid financial development with moderate levels of inflation
in the periods going before and taking after the Asian Crisis. Yet, the way out from the seven-year-old swapping
scale peg in July 2005 and the late conformity in regulated fuel costs require a superior comprehension of the
determinants of inflation. Downplaying the elements of expansion will likewise be imperative for surveying the
proper macroeconomic approach blend.

The monetary policy refers to a policy which employs the central bank's control of the supply of money as an
intrument for achieving the objectives of the general economic policy. A monetary policy may aim to achieve the
optimum level of employment and output, price stability, balance of payments equilibrium or other goals of the
government's economic policy with the regulation by the central bank. The central bank influences the total amount
and the cost of credit primarily by affecting the cash reserves of commercial banks in the economy.
(Vengedasalam,2010)

Extant studies have investigated the relationship between monetary policy and inflation (Dimitrijevi¢, and Ivan,
2013; Andrei, Ana Michaela, 2014; and Kumo, Wolassa Lawiss0,2015) to name few; however all of the studies
thus not particularly focus on the monetary policy. Given that, monetary policy in Malaysia is growing with
significant contribution in uplifting the economic, thus, finding the importance of its monetary policy is also crucial.
Hence, objective of this study is to identify the relationships between monetary policy with inflation by in Malaysia.

The reminder of paper is organized as follows. Next section reviews the past studies related to the monetary
policy and inflation and then followed by hypothesis development. Next, presents the data and methodology used.
In the following section, this study discusses the results. Finally, concludes the paper and highlights the policy

implications.
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Il. LITERATURE REVIEW

Research done by Daniel Riera Crichton (2006) examines the relation between inflation, money supply
exchange rate and interest rate have a significant effect on each other. Monetary policy as measured by money
supply, interest rate, and an exchange rate can account for most or all of the change in the inflation. The study found
a significant relationship between money supply and inflation in Malaysia. Consistent to the finding, Sajjad Gul
(2011) found that a positive relationship between the money supply and inflation, supporting that an increasing the
money supply can change the inflation rate.

Francis and Stephen (1985) with their research the relationship between government deficit, money growth, and
inflation. The study utilized ANOVA and Pearson correlation analyses for empirical investigation. The relationship
between monetary policy and inflation is when the monetary authorities stabilize the interest rates, causing an
expansion in the money supply that ultimately leads to an impact on the inflation rate.

Chaudhry (2011) examines the relation foreign exchange rate with inflation in Pakistan. Empirical results
indicated that the rise in foreign exchange reserves leads to lower the rate of inflation in Pakistan during the study
period.

Kaul (1987) with their studies on the role of monetary sector with inflation. The study indicates the relationship
between money supply, interest rate and exchange rate have found significant long run effect with inflation. Audu,
Nathan and Amaegberi (2013) with their study, exchange rate fluctuation and inflation targeting in an open
economy found that interest rate and exchange rate were positively significant with inflation. The findings shows
depreciation of the exchange rate as this will turn lead a decrease the inflation.

Alvarez, Robert and Warren (2001) with their studies on interest rate and inflation shows that the central
element of the instrument of monetary policy is to be the short term interest rate. The monetary policy should be
focused on the control of inflation and the inflation can be reduced by increasing short term interest rates. They also
said that inflation can be controlled by controlling the rate of growth of the money supply. In this context they
consider that the interest rate and money supply are giving the impact on inflation through the economy as the high
interest rates as well as with high inflation.

Mishkinand Frederic (1982) examines the relation between the interest rate and inflation. The study found that a
negative correlation between ex-ante real interest rates and expected inflation.

Tarig Mahmood Ali, Muhammad Tarig Mahmood and Tariq Beshir (2015) with the studies of the impact of
interest rate, inflation and money supply on exchange rate volatility in Pakistan which is they found that exchange
rate and money supply is more effective to inflation and has a significant impact and have a relationship towards
inflation.

Mpofu, R. T. (2011) studied the money supply, interest rate, exchange rate and oil price influence on inflation in
South Africa. The study indicates that approximately 97% of the consumer price index movement is explained by
the money supply, exchange rate, interest rate and oil price. The study confirmed that money supply and exchange
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rates have a strong positive relationship with inflation and have to be managed. Interest rates and oil price, on the
other hand, have a significant negative relationship with inflation and should be part of a macroeconomic policy
framework. This requires managing the delicate balance between a desirable level of inflation in support of
economic growth and development and an unacceptable level of inflation that leads to price instability.

Roberts (2006) studied the relationship between the changes in monetary policy, which the variables are money
supply, interest rate, and open market operation can account for all of the change in the inflation. The findings show
a significant positive correlation between money supply and inflation.

Hardouvelis (1988) with his studies the post-October 1979 response of exchange rates and interest rates to the
new information contained in the first announcement of fifteen US macroeconomic series. According the result, an
increase in interest rates are accompanied by an appreciation of the dollar, which is consistent with models that
increase price rigidity and absence of purchasing power parity.

Hamburger, Michael J. and Burton (1981) with their research money growth and inflation: A regime switching
approach. The findings show a significant positive correlation between money supply and inflation.

In broadest sample, Monfared, and Akin, 2017 dissect the impact of exchange rate with inflation usedtheannual
data for the period 1976-2012 in Iran. They found that that there is a direct relationship between Exchange rate and
inflation. An increase in foreign exchange rates makes the inflation goes up. According to the results, both the
money supply and the exchange rate affect the inflation in the positive direction. Contribution of the money supply
on inflation is greater than the exchange rate.

Therefore, from the issue raised by previous study, the hypotheses developed for the current study are as
follows:

Hypothesis 1:-.
There is a relationship between money supply, exchange rate, interest rate and inflation.
Hypothesis 2:-

There is a significant impact between money supply, exchange rate, interest rate and inflation.

I11. DATA AND METHODOLOGY

The purpose of this study, is to study and analyze the role and efficiency of monetary policy in controlling
inflation in Malaysia. Specifically, the study will focus on two primary objectives: 1. To examine the significant
impact of monetary policy and inflation in Malaysia. 2. To determine the relationship between monetary policy and
inflation in Malaysia.. The sample size in this study consists of inflation, exchange rate, money supply and interest
rate for period from 1995 to 2018 on a quarterly basis. The data was collected from Department Statistics, Bursa

Malaysia and Bank Negara. There are two main variables as shown in table 1 below:
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Table 1: Dependent and independent variables

Variables

Dependent
Exchange rate
Money supply

Interest rate

Independent

Inflation

This research study is to test the relationship between energy firms’ performance and liquidity, thus, multiple

regression model was applied.

The multiple regression equations can be represented as follows:

INFi=a + BiMSit + BoIRai +S3ER3i + it

IV. RESULTS AND DISCUSSION

Descriptive Statistics Results
The result of descriptive statistics is tabled in table 2.

The descriptive table describe the data that have been used. The data consist of four variables which is inflation,
money supply, interest rate, and exchange rate. The mean shows the average of those variables and money supply
have the highest mean from all the variables. The standard deviation is show the relation between mean and its

sample. However, looking the maximum value, mean as well as standard deviations indicate that all figures have

shown in positive values.

Table 2: The Descriptive Statistics Results

Mean | Std. Deviation| N
Inflation 83.4461 1551013 100
Money supply | 361769.1740|  433157.21153) 100
Interest rate 71.2002 131603 100
Exchange rate 3147 03136 100

Pearson Correlations Results
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As reported in Table 2, the robustness check for Pearson correlations to the entire model in the multivariate for
model equation signifying the estimators as represented by Pearson and significant values were not seriously
affected by the presence of multicollinearity since all values reports below than 0.8 except for current ratios stands
at 0.956. The Pearson Correlation analysis is to determine whether the dependent variable have relationship with
independent variables. The correlation is significant at the 0.01 level (2-tailed).

Table 3: Pearson Correlations Results

Money |Exchange | Interest
supply | rate rate Inflation
Money Pearson - - -
supply Correlation 1 -.307 =511 056
Sig. (2-tailed) 2002 000 .000
N 100 100 100 100
Exchange Pearson - " "
rate Correlation 307 ! 430 08
Sig. (2-tailed) | .002 000 .000
N 100 100 100 100
Interest Pearson .- " o
rate Correlation -1 430 ! ~376
Sig. (2-tailed) | .000 000 .000
N 100 100 100 100
Inflation Pearson - - "
Correlation 956 -.506 -.576 1
Sig. (2-tailed) (000 000 000
N 100 100 100 100

*%_Correlation 1s significant at the 0.01 level (2-tailed).

Multivariate Regression Results

Table 4: Model summary result

Std. Error of the
Model |R E Square | Adjusted R Square Estimate

9822 965 964 294948

a. Predictors: (Constant), exchange rate, money supply, interest rate

This is the model summary result that is important to know how strength the predictors. On this table we will
more focus on R Square value. R Square value must be more than 0.5 until 09 but the best range value is between

0.6 until 0.7. My value for R Square which is 0.965, means 96.5% shows the highest great value for my inflation.

Table 5: ANOVA Result

Sum of |
Model Saquares df Mean Square | F Sig.
1 Regression |22980.715 3 7660.238 $80.546 |.000°
Residual 835.144 96 $.699
Total 23815.859 9

a. Dependent Variable: Inflation
b. Predictors: (Constant), exchange rate, money supply, interest rate
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The ANOVA result is shows that the F is 880.546 with 0.000 significance level that is less than 0.05. These
ANOVA result shows that a good sign that they have a relationship among the variables.

In this study, multivariate regression was used to analyses between each independent variable (money supply,
exchange rate and interest rate) with dependent variable (inflation rate) This study was tested with significant value
a=0.05.

The Relationship between Money supply, exchange rate, interest rate With Inflation.

In auxiliary, as refer to Table 6results evidence a positive relationship between money supply (+38.836) at 1%
significant level with inflation. Otherwise, negative relationship with exchange rate (-10.526). This result shows the
money supply and exchange rate do exert an impact on the inflation. The R-square value of 0.965, indicating a
strong relationship across selected variable. The results indicates 96.5% percent of the amount of variation in
inflation can be attributed to money supply, interest rate and exchange rate. The negative relations for exchange rate
indicates a depreciation exchange rate is preferences in supporting the reduce inflation. Additionally, Audu, Nathan
and Amaegberi (2013) also evidenced negative association between exchange rate with inflation. Thus, by
depreciation exchange rate able to reduce the inflation. While, the result for money supply corroborate with the

study done by John M. Roberts (2006) with a significant positive relations with inflation.

Table 6: Regression Results for Inflation

Standardized

Coefficients

Beta t p. value
(Constant) 0.364 34908 |0.000
Money supply |0.869 38.836 [0.000
Interest rate -0.035 -1.501 [0.137
Exchange rate [-0.224 -10.526 |0.000

a. Dependent Variable: Inflation

INF;=364 + 0.869MSj; + -0.035IR it +-0.224ER3;; + it

Variables | Results Sig. Level Hypothesis
Money Regression 0.01 Accept H(1)
Supply * Significant = 0.000

Correlation 0.01 Accept H(2)

* Significant = 0.000
Interest Regression - Reject H(1)
Rate * Not Significant =

0.137 0.01 Accept H(2)

Correlation
» Significant = 0.000

Exchange | Regression 0.01 Accept H(1)
Rate = Significant = 0.000
Correlation 0.01 Accept H(2)

= Significant = 0.000
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V. CONCLUSION

This study integrates the findings on the impact of monetary policy on inflation.The correlation and regression
results support hypotheses 1 and 2 as depicted in Table 3, 4 and 5 that the F statistics is substantiated at the 1%
significant level for inflation (880.546). Therefore result implying the null hypotheses that the regression
coefficients are zeros except interest rate (0.137) can be rejected at 1% level of significant for the model thus are fits
for prediction. Hence, the hypotheses can be accepted implying the ability of money supply and exchange rate in
influencing the inflation from Malaysia perspective is concerns.

Thus, one of the limitations of current study is that the findings were based on only a limited number of years
for money supply, interest rate and exchange rate sample. Researchers must therefore consider further extending
this analysis by incorporating others additional indicators of economic indicators such as economic growth,
unemployment and foreign direct investment. It will also be quite useful if additional studies are performed to

confirm the relationships analyzed.
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