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Motivation

• Monetary policy (through reduction in interest rate to 
fuel investment) is a major tool used to offset effects of 
recession in the Latin American and Caribbean region

• Monetary policy is only effective if pass-through is
complete

• Not enough research done on the Caribbean and Latin 
American region to assess whether is tool is effective



Key Terms

• Monetary Transmission Mechanism 

This is the process through which monetary policy decisions 
affect the economy in general and the price level in particular.

• Interest Rate Pass-through

This is the degree and the speed of changes of policy or 
market rate into retail banking rate.

• Interest Rate Volatility 

This is the extent to which the interest rate changes over time. 



Introduction

• Pass-through is essential for the effective 
conduct of monetary policy

– Central bank manipulates rates and impact is 
passed through to commercial bank rates

• Financial markets are central for the conduct 
of monetary policy

– Monetary policy works through its influence on 
prices in the financial system



Introduction

• Financial development impacts the 
effectiveness of monetary policy

– The effectiveness of monetary policy is measured 
through the level of pass-through, therefore the 
more sophisticated market have complete pass-
through



Comparison of the Financial Sector for 
the Countries Analyzed



Objectives

• To ascertain whether the effectiveness of
monetary policy is dependent on the level of
financial development

• To assess the impact of economic stressors on
monetary policy effectiveness

• To assess the effectiveness of monetary policy
in the presence of policy rate volatility
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Literature

• Singh, Razi, Endut and  Ramlee (2008) -Impact of financial market 
developments on the monetary transmission mechanism

Monetary transmission is affected by:
– Financial liberalization

– Financial disintermediation

– Financial innovation 

– Financial consolidation

– Payment instrument technology 

– Islamic finance. 



Literature

• Cottarelli and Kourelis (1994)- Financial Structure, Bank Lending Rates and the 
Transmission Mechanism of Monetary Policy

– Differences in pass-through for countries:
• Degree of competition
• Money market development
• Private –public ownership of banking institutions
• Barriers to foreign competition

• Tai  Sek and Har (2012)- Interest Rate Pass-through and Monetary Transmission 
in Asia
– Tested interest rate pass-through in pre-crisis and post-crisis periods to assess the degree of pass-through 

across countries in both periods

• Haughton and Iglesias (2012)- Interest Rate Volatility, Asymmetric Interest Rate 
and Monetary Transmission Mechanism in the Caribbean

– Assessed the level of asymmetric pass-through, the impact  of volatility and monetary 
transmission mechanism in the Caribbean

• Dynamic OLS- to measure the level of pass-through
• EGARCH-m(1,1)  - to measure volatility



Data

Monthly data from 2002:01 to 2012: 02 

– Treasury Bill Rate

– Deposit Rate

– Lending Rate

International Monetary Fund (IMF) International Financial 
Statistics (IFS)

Latin America: Brazil, Mexico

Caribbean: Barbados, Jamaica, Trinidad & 
Tobago

The United States of America (for comparison)



Methodology

• Modeling the Long run relationship between 
policy rate and retail rates:



Methodology

• The Dynamic Ordinary Least Square:
– This is regressing leads and lags of the differences policy rate on the 

retail rate.



Methodology

• Zivot Andrew unit root test for structural break
– This is used to identify the natural break date in the treasury bill rate 

Model specification into pre and post crises:



Methodology

• EGARCH-M(1,1) model

• In the presence of heteroskedasticity we get:



Methodology

• EGARCH-M(1,1) model

– We incorporate the DOLS in the EGARCH-M(1,1)



Results: 
Dynamic OLS



Results:
DOLS accounting for structural breaks 

(Economic Stressors)



Results: 
DOLS & EGARCH-M(1,1)



Conclusion

• Interest rate pass-through is similar in countries with 
relatively similar levels of financial development

• There is not enough evidence to say that in the 
presence of economic stressors  pass-through becomes 
incomplete

• In the presence of volatility interest rate pass-through is 
incomplete for countries that are less financially 
developed



Recommendation

• In order for countries with incomplete pass 
through to effectively employ monetary 
policy, some level of financial development 
must take place

• Recommend:

– Financial Liberalization

– Financial Innovation

– Payment Instrument technology




