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ABSTRACT 
 

This study aimed to analyze the volatility relationship between the inflation rate and 

the interest rate, and the effects of the positive and the negative shocks on those volatilities. The 

358 monthly data during the period of May, 1979 to February, 2009 used in this study were 

Consumer Price Index (CPI), Producer Price Index (PPI), Minimum Retail Rate (MRR) and 

Minimum Loan Rate (MLR). 

The empirical results revealed that the appropriate univariate models were 

GARCH(1,1) and GJR(1,1). Also, the GARCH and ARCH terms had significantly positive effect 

on the conditional volatility of the inflation rate, of which GARCH term dominated ARCH term. 

The conditional volatility of inflation rate (PPI) displayed symmetric effects, whereas an 

asymmetric effects were presented for the conditional volatility of the inflation rate (CPI), 

implying that the consequence of the previous negative shocks led the current conditional 

volatility of the inflation rate (CPI) to rise up but less than the result of the previous positive 

shocks.  

In case of the interest rate, the empirical result revealed that ARCH and GARCH terms 

were insignificant in the conditional volatility of the interest rate MRR, and its exist of  



                                                                  

asymmetric effects implied that the consequence of the previous negative shocks led the current 

conditional volatility of the interest rate MRR to increase and higher than the result of the 

previous positive shocks. Regarding to the conditional volatility of the interest rate MLR, the 

results found that only GARCH term was significantly positive and displayed symmetric effect.  
The empirical results of the volatility relationship between the inflation rate and the 

interest rate by using Constant Conditional Correlation (CCC), Dynamic Conditional Correlation 

(DCC) and Ordinary Least Square (OLS) methods, all results were consistent demonstrating that 

there had no correlation between the inflation rate and the interest rate. These findings suggested 

that the monetary policy-makers would not only implement the interest rate but would also 

simultaneously implement other key macro-economic variables. Furthermore, the impact of  

previous shocks and the conditional volatility on the current inflation rate should be taken in to 

account of policy setting.       


