2.5.4 Shutdown methodology
This section describes a shutdown methodology that is used to evaluate the relative
importance of the transmission mechanisms of monetary policy in Malaysia. The
approach follows that of Ludvigson et al. (2002) and Tang (2006). The technique
involves comparing the impulse response of output (and inflation) to a shock to the
interest rate when all the channels are operational (called the baseline impulse
response functions), with the impulse response of output (and inflation) to the same
shock when one of the channels is muted (called the constrained impulse response
functions). The wider the deviation of the constrained impulse responses from the
baseline impulse responses, the stronger is that channel. A channel is considered
statistically significant in the transmission of monetary policy variable if the
constrained impulse response is outside of upper or lower bound of the confidence
intervals for the baseline impulse response.
Figure : Constrained and Unconstrained Impulse Responses of Domestic
Output to an Interest Rate Shock
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